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ABSTRACT 
Problem of deficits in government finances have been 
experienced in most of the countries of the world. Some of them had 
gone through the crises like situation. On the cursory look it 
appeared that the countries which vastly differ from each other in 
terms of their level of development, causes for running into deficits, 
structure of their economies, and yet almost the same remedy has 
been sought to be prescribed for all of them. This motivated the 
current study which seeks to go through a little deeper into the 
concepts of deficits, their accounting methods. Classification of 
various revenues and expenditures and then examine on the basis of 
India's experience as to what extent fiscal deficit alone is capable of 
indicating the ills of the economy and simultaneously to evaluate the 
conceptual correctness or otherwise of the various deficits measures 
themselves. 
Traditionally government was supposed to provide social goods 
and put up a system where various economic agents work in 
harmony and government's role was only that of a facilitator. 
Government used to borrow in case of emergencies like wars or 
natural calamities but this extra spendings used to comes down as 
the crises vanish. 
Keynes sought to change this notion by arguing that 
government should also step in to increase the productive use of the 
available economic resources. And thus justification was provided for 
government to spend by borrowing as such spending would activate 
the economic factors lying idle. Keynesian prescription was opposed 
by neo-classical economists but the appeal for Keynesian 
prescription was tremendous specially when during the depression of 
1980s the Keynesian remedy of increasing government spending was 
successfully implemented. But the long term implications of 
Keynesian policies were yet to be tested. Economies started 
experiencing the problems on account of their indebtedness in late 
1970s. Economic crises on account of their public debt had revived 
the opposition to Keynesian paradigm. International financial 
institutions like International Monetary Fund and World Bank in 
exchange for offering economic assistance to the crises ridden 
economies, ask the countries to bring about fiscal discipline. 
Thus, fiscal deficit along with revenue deficit, primary deficit, 
monetized deficit had acquired significance in the second half of the 
1980s. Fiscal deficit which measures the public sector's borrowing 
requirement became the focal point of the macro restructuring 
policies. Fiscal deficit is generally measured as the total revenue 
receipts (tax and non-tax) minus revenue and capital expenditure. 
Since the classification of various items into revenue and capital 
expenditure itself is subject to debate the same can be said about 
fiscal deficit. Therefore finding appropriate measure depends on the 
purpose which it is used. Besides, fiscal deficit is incapable of 
indicating whether such deficit is on account of revenue expenditure 
or capital expenditure. The concept of revenue deficit is used to find 
whether revenue budget is in balance, surplus or deficit but the 
problem related to the nature of various items in the budget exits 
here as well. To what extent such deficits leads to public debt can be 
guaged through the fiscal deficit net of interest payment. This has 
been termed as primary deficit as it indicates the addition to the 
public debt. Another deficit measure termed as 'fiscal gap' measures 
the reduction in the assets of the government in addition to yearly 
increase in financial liabilities of the government. 
Theoretically two approaches can easily be identified. One is 
Keynesian which encourages deficits and the other one is neo 
classical approach which advocates for fiscal discipline. IMF/World 
Bank's policies are influenced by the later. Though there was yet 
another approach known as Richardian Equivalence Theorem which 
suggests that tax and debt finance have the same effects but the 
empirical evidence in its support has been stated to be the weak. 
The study seeks to analyse whether the fiscal deficit, which is 
in the focuses of all the policies aimed at bringing about macro 
balance, really deserves that much attention. Whether fiscal deficit is 
such a malady that it has to be reduced at all cost, even by reducing 
capital expenditures of the government ? 
The theoretical literature that has been produced on the 
subject can be broadly put into two categories. One that deals with 
the theoretical aspects in the form of support or opposition to 
Keynesian paradigm. Some work on 'Ricardian equivalence' has also 
been attempted by Buchanan and other economists but inference 
remained inconclusive. Literature dealing with theoretical aspect also 
tries to establish relationship between fiscal parameters and other 
macro variable for example between deficits and rates of interest and 
between deficits and balance of payment difficulties. 
Another theoretical aspect on which sufficient amount of 
literature is now available is the measurement aspects, which while 
agreeing on the fact that no measure of deficit is suitable for all 
purposes, still believes that appropriate measure can be selected in 
accordance with the context. Therefore, a measure of deficit will be 
chosen on the basis of the purpose i.e. which macro-economic 
consequence of budgetary measure is sought to be judged. 
When it comes to analysing the problem of deficit present 
study reviewed the vast body of literature produced on Indian 
economy. Here again it is found two sets of arguments. One, fiscal 
stance of India is unsustainable and will lead to crises again. 
Another one that while arguing that all is not well on fiscal front but 
situation is not that bad either. In the second half of 1980s it was 
pointed out that in early 1990s India's borrowing would not be 
sufficient for even debt servicing. But other study pointed out that 
accounting procedure itself is faulty and the inferences obtained on 
the basis of that procedure are bound to be incorrect. After the crises 
of 1990-91 studies pointed out that India needed a drastic fiscal 
reforms. And bring down various parameters of fiscal imbalance to 
certain minimum level if it seriously hopes to sustain its fiscal stance 
in late 1990s and in the next century. 
India undertook various reforms for which focus was the 
reduction in fiscal deficit. Some studies had cautioned against those 
policies and demonstrated that fiscal deficit is not that significant 
parameter which is to be brought at all cost and that the policies 
that was being pursued would bring about more problems that they 
would be able to solve. Further, accounting measures themselves 
suffer from various limitations and that there existed a need for 
relook at them. The literature published around year 2000 and later 
also analysed the experience of the economy in the 1990s but the 
basic debate around solvency and sustainability continued. 
In view of the conceptual question raised in the debate various 
issues about the measurements of deficit has been discussed and it 
has been found by the present study that focusing fiscal deficit alone 
would not be sufficient and that the concept of revenue deficit is 
equally important to assess the fiscal health of the economy. It has 
been found that various deficits bring about various effects on 
macrovariables and it is for this reason other measures of deficit are 
as important as fiscal deficit. If fiscal deficit is important to analyse 
the private investment crowding out revenue deficit is important for 
assessing the public sector's saving or dissaving. Fiscal deficit may 
influence rate of interest and balance of payment but can not 
indicate as to what will be its effects on the public debt unless it is 
not supported by primary deficits. Public debt helps in assessing as 
to what extent the public sector's expenditure is preempted by 
committed expenditure (interest) and how much maneuverability is 
available to the government so far as revenue expenditure is 
concerned. Since proper understanding of the problem also require 
that what motivates the deficit should also be known. It has been 
found that besides the reasons that used to temporarily raise the 
deficit in case of emergencies are no longer that significant. The 
reasons that have been prominent for the growth of public debt 
through deficit have been the cheap availability of credit, influence of 
Keynesian economics, and the rise of welfare state. 
Genesis of fiscal imbalance has been traced for Indian 
economy. It has been found that the imbalances started in the late 
1970s and 1980s was the decade characterised as demand driven 
growth. Fiscal imbalance, that occurred in the form of revenue deficit 
in the union budget in 1979-80 went on increasing during the 
decade. Though the economic growth was buoyant it failed to 
increase export to finance increasing import which resulted from 
partially liberalising the imports. The growth of public debt went on 
unabated and appeared towards the close of the decade that this 
debt would be unsustainable. But it was the balance of payment 
difficulties that produced crises in 1990-91. International Monetary 
Fund, which was approached, asked for certain restructuring which 
India did. It could not be established whether the balance of payment 
crises of 1990-91 were the outcome of fiscal deficit or not. 
The comparison of the fiscal scenario of 1990s with that of 
1980s reveal certain very import conclusion. The decade of 1990s 
was also the period of exceptionally high economic growth. Fiscal 
parameters after showing some improvement initially deteriorated 
later but the kind of crises that were witnessed in the 1990-91 did 
not show up in 2000, while all the parameters of fiscal imbalance 
were almost on the same level on which they were in the 1990-91. 
Failure of crises to arrive can be attributed to an extent to the fact 
that the condition of sustainability that the growth rate of the 
economy should be greater than the real interest rates has been 
satisfied in the 1990s. The disturbing fact has been that this growth 
interest deferential has been narrowing. Secondly significant 
deterioration can be witnessed in the fact that public debt held 
outside. RBI has been increasing, even these deterioration taken 
together the effect on macro economic variables so far has not been 
alarming. Growth rate, saving rates, interest rates, balance of 
payment have all been comfortable. The factor working favourably for 
this seems to be only the partial reason. The other very important 
reason has been the growth of invisibles' export, and foreign 
investment which substantially raised the foreign exchange reserves. 
In view of the above fact it is not justifiable to focus on fiscal 
deficit alone. As inspite of large fiscal deficit deterioration in the 
macrovariables are not visible. On contrary economy is thriving. In 
such circumstances the focus on fiscal deficit will result in economic 
slow down as it is being sought to be achieved through cuts in 
capital expenditure. Such effects have already started appearing in 
the form of the stagnant growth rate in agriculture. Of late 
infrastructure bottleneck is also proving to be a big impediment. For 
both of these difficulties cuts in public expenditure could be held 
responsible. 
Thus the hypothesis put to test that fiscal deficit alone is not 
significant indicator health of the economy has been found to be 
correct. 
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PREFACE 
Ever since the debt crises had emerged in Latin American 
countries in the early 1980s and about the same time the high Debt 
GDP ratio in OECD countries, focus was once again on the ill effects 
of fiscal expansion. Economies went on spending more than their 
means. Explanation for such spending spree ranges from cheap 
external credit to the influence of Keynesian economics which 
favoured extra spending to make the economy produce near to its 
productive potentials. However, at the same time skepticism about 
Keynesian approach was becoming prominent and neo classical 
approach which has been critical of Keynesian prescription from the 
day one could now gain currency. World Bank/IMF influenced by 
neo classical approach started adopting rather tough position during 
eighties and cautioned the countries against their fiscal indiscipline 
and forced the countries to undertake fiscal correction in exchange 
for monetary help to bail out the economies from the fiscal or 
balance of payment crises. Thus 1980s was the decade (specially the 
latter half of it) when the debate about fiscal imbalances and the 
sustainability of the debts and deficits of the economy, intensified. 
Concerns were also expressed about the non sustainability of India's 
public debt (Seshan 1987). World Development Report 1988 opened 
up the debate about the correctness of deficit measures that were 
than in use. 
1991 witnessed India plunging into the worst crises. The 
immediate cause for it was balance of payment difficulties on 
account of fast depleting foreign exchange reserves. IMF that was 
approached for help forced India to undertake fiscal consolidation 
programme. Whether India's public debt at that time was sustainable 
or not there were different opinions. Rakshit (1989) found fault with 
the inference of non-sustainability by questioning the accounting 
procedure. Whether sustainability was at the verge of break down or 
not there was unanimity, at least, on one count that certainly all was 
not well for Indian Economy and Certain Corrective measure had 
long become overdue. Crises of 1991 had offered India the 
opportunity for such correction as Rao and Amarnath (2000) 
commented that "we awake only by the crises". 
The decade of 1990s witnessed a host of literature on the 
subject which deals with various problems faced by different 
countries on account of fiscal imbalance and the measurements of 
such imbalances. Thus fiscal deficit remained in focus throughout as 
if it was the sole cause for all the ills of the economies. 
Present study attempts to assess as to what extent it is fair to 
focus fiscal deficit alone. For the purpose thus chosen it became 
imperative that not only the problems should be studied deeply but 
to evaluate the different measures of deficit and their capabilities to 
assess various macroeconomic consequences and also the conditions 
in which a particular measure of deficit would be most appropriate. 
In order to test the assessment Indian economy has been chosen 
because it represents almost every trend. It also attempted fiscal 
consolidation programme which is still underway. Seriousness of the 
problem in India can be guaged from the fact that Fiscal 
Responsibility and Budget Management Bill was introduced in 2000 
in the Lok Sabha, though which could be passed by the house in 
August 2003. 
Thus the present study, in chapter II reviews the literature on 
the subject. Effort has been made lo go through as much varied 
views on the subject as possible. Since India was chosen to be lest 
case most of the literature that has been reviewed is the one related 
to Indian economy. 
Chapter III deals with various aspects of deficit measurement 
and also on the question as to which measure is appropriate for a 
given situation besides dwelling on some conceptual issues regarding 
various items used for accounting purposes. Study reveals that items 
of expenditure or revenue have to be assessed for their effect before 
they are classified as consumption or investment expenditures. 
Chapter also traces the causes for the growth of deficits. 
Chapter IV traces the genesis of fiscal imbalances in India and 
found that such imbalances had emerged in the beginning of 1980s. 
Before that no serious imbalance had occurred though India went 
through bad phase several time. Further, inspite of going for deficit 
financing of its development programme, fiscal crises remained at 
bay. But the 1980s which was the decade of buoyant economic 
growth proved to be the worse for fiscal prudence. 
Chapter V analyses the India's fiscal scenario of post 1991 
reforms. The reforms were undertaken in the backdrop of serious 
warning from the economists related to IMF that India was heading 
for disaster and by the turn of the century India would plunge in the 
crises again if their prescription were not followed. But crises refused 
to occur and it can be found that the economy is not even near the 
crises. But some deleterious effects of fiscal imbalance and especially 
as a result of its adjustment started appearing visible. 
From the observations about Indian economy in Chapter IV 
and V it emerges that the economy behaved differently with almost 
the similar fiscal parameters. The conclusion, therefore emerges the 
fiscal deficit may not essentially be the only parameter to assess the 
various ills of the economy. Therefore targeting its reduction without 
going into other cause/effect details may not be that rewarding as it 
has been made out to be. 
Ill 
INTRODUCTION 
INTRODUCTION 
Every country makes budget which is the statement of 
expected revenue for the year from various tax and non tax sources, 
the amount it intends to spend during the same year and to what 
extent it is going for the debt if there is a deficit in the balance i.e. 
expenditure exceeding the revenue. To what extent people's 
preferences are accommodated in the budget depends upon the kind 
of polity a country has i.e. whether the country has democracy or 
dictatorship or a mix of two. But some degree of people's preferences 
is reflected in the budget irrespective of the kind of government. 
Though it is the discretion of the government to lavy any kind of 
taxes and decide about their rate schedules, practically government's 
options are not unlimited as a tax system of a country is evolved over 
a long period of time. So the government is able to effect only limited 
changes both in the composition of taxes and their rate schedules. 
Nevertheless government's revenue keeps on growing over time 
normally as a result of overall economic growth. Expenditure on the 
other hand has tendency to grow faster on account of the changing 
roles of the government in modern time which is resulted from 
increasing political pressure for social goods. ^  
Conventionally government was supposed to provide public 
goods like public administration, law and order, defence and a 
limited infrastructure like roads and bridges etc., and to put an 
economic system in place where people come together as buyers and 
seller and to work m as much harmony as possible. Government did 
not have a role beyond that. The expenditure incurred on such 
provisions were supposed to be met through current revenue (tax 
and nontax). Deficit would occur only in emergencies. Such fiscal 
prudence was advocated by none other than Adam Smith who 
emphasized that public budget should be in balance.2 
It was Keynes who challenged this notion of government 
function in 1930s. He was critical of government confining itself to 
the creation of institutions and legal frame work only a s it would not 
help the economy utilising its full productive potentials resulting in 
resources remaining unemployed especially labour resource. He had, 
thus , shown the government the way to u s e its budget not only to 
run its own activities, but also to ensure greater degree of 
employment by off-setting its fluctuations th rough budgetary 
expansion or contraction of money and credit. Thus theoretical 
legitimacy was provided to deficit and politicians got excuse to 
overspend, overborrow and create money.^ Since it helped economy 
in getting out of depression of 1930s it began to be widely accepted 
in developed and less developed economies alike and deficit became 
the order of the day and debt began to moun t with no country 
actually caring for that as the larger objective of the economy was 
supposedly being achieved through it. Keynesian approach believes 
that expansionary Fiscal policy might cause some inflation but would 
reduce unemployment. 
Debt often multiply itself and interest payment on rising debt 
become very large. It absorbs large portion of budget outlay and 
makes the expenditure policy of governments some wha t inflexible. If 
the government can not raise resources through taxes and instead 
resorts to borrowing from the public, a vicious cycle emerges. 
"The debt is large and therefore interest 
payments are high. But because 
interest payments are high the 
government has to borrow to pay them. 
That means the debt is increasing and 
therefore interest payments are 
increasing".'' 
Neoclassical approach as opposed to Keynesian prescription 
has been there since the days of Keynes himself. Its chief proponents 
like Hyke and Pigou were writing around the same time 'Keynesian 
revolution' was taking place but their disagreement during 1930s did 
not receive much attention on account of short term remedy 
suggested by Keynes which was well received by the politicians and 
academics alike, post World War II recovery and economic growth in 
Europe and USA till about the mid 1960s seemed to strengthen the 
Keynesian approach. 
It was the developments during 1970s in Britain and USA that 
skepticism about the efficacy of Keynesian doctrine increased. By 
1975 Britain was facing double digit inflation, substantial 
unemployment (highest since Word War II), stagnant industrial 
production and a massive annual deficit on current account of 
balance of payment. At about the same period USA was facing rising 
inflation large fiscal deficit and unemployment. 1980s had witnessed 
an unprecedented debt crises in Latin American countries. During 
late 1980s and early 1990s debt crises in India were quite 
pronounced which had brought the economy to the verge of almost 
default on its repayment obligations of external debt. Doubts were 
also expressed about the sustainability of its huge public debt. G-7 
countries too could not rem.ain insulated from debt. Their combined 
debt reached as high as 70.6% as ratio to their combined GDP.^ 
These developments paved the way for the revival of neo 
classical approach which favours balanced budget at least in its 
revenue account. International Monetary Fund and World Bank 
subscribe to this neoclassical paradigm. 
This approach argues that fiscal deficit increases aggregate 
consumption in the economy which leads to a reduction in national 
savings resulting in higher interest rates (in a closed economy) and 
thus in turn depresses investment and overall economic activity. In 
an open economy higher fiscal deficits leads to higher capital in flow 
and real appreciation of currency which in turn leads to lower net 
export which ultimately results in current account deficit and 
reduction in overall economic activity. In either case fiscal deficit 
crowd out net investment or/and net export and hence brings about 
economic slow down. The decline in current investment and build up 
of external debt has adverse implication for future output. Neo 
classical objection to debt finance is that borrowing draws on saving 
while tax finance draws on consumption. 
"Finance by loan does hit capital and 
through this the economic fortunes of 
future generations some what more 
hardly than finance by taxes".^ 
Influence of this approach grew in 1980s and 1990s when the 
public debt of many countries assumed alarming proportions. In all 
structural adjustment programmes whether they were IMF 
prescribed or undertaken independently by the countries, focused 
attention has been on the reduction of deficit and debt as it could no 
longer be sustained. But it does not mean that Keynes followers have 
vanished from the scene. They still hold the ground and argue that in 
various countries IMF-World Bank sponsored reform programme did 
not succeed. So much so that IMF itself had to admit in Botschway 
Report that 'structural adjustment programmes' emphasised by IMF-
World Bank did not realise that remedial policies can not ignore the 
history of the evolution of economies and its institutions. Thus there 
is no universal policy, no single method of changing the macro-
economy or even the budget, no uniform pace of trade and 
investment liberalisation. Therefore reforms have to be designed 
specifically to suit the context of the economy. 
So the debate continues. Those who still have faith in 
Keynesian approach argue that internal debt especially does not 
have that deleterious effects on the economy as it has been made out 
to be as it involves only the transfer of resources. Interest payment is 
basically a transfer from tax payer to bond holder. Government debts 
are exactly equal to financial assets held by rest of the economy 
because we owe it to our self.^  Countries command as a whole over 
goods and services remains unaffected. Keynesians also argue that 
deficit financing of even revenue expenditure is sustainable at any 
given tax-GDP ratio so long as the interest rate on the borrowing is 
less than the rate of growth of GDP.'^  They have objections on the 
measurement of deficit, they are skeptical about the theory that 
deficit leads to inflation and balance of payment. 
In view of such arguments and counter arguments it is 
possible that a synthesis may emerge which may analyse the things 
more objectively rather than by employing preconceived notion of one 
or the other extreme. The question that emerges then is what is the 
optimal deficit level ? and what is the best way to finance it? 
Table 1.1 
Country 
A) Higher Income Countries 
Austria 
Belgium 
Canada 
Denmark 
Finland 
Greece 
Israil 
Nelherland 
B) Upper Middle Income Countries 
Hungary 
Lebanon 
C) Lower middle Income countries 
Albania 
Bolivia 
D) Lower income countries 
Cameroon 
Con^o Rep. 
India 
Jo rdan 
Pakistan 
Debt as 
ratio to 
GDP Year 
1999 
62.3 
114.7 
69.0 
63.0 
61.1 
113.3 
106.3 
55.6 
60.5 
135.2 
62.0 
56.1 
104.6 
283.7 
53.4 
100.3 
79.1 
Interest at % 
of current 
revenue 
(Year 1999) 
8.9 
16.7 
15.0 
11.2 
14.3 
38.4 
13.3 
9.6 
19.3 
74.4 
13.3 
7.8 
19.2 
43.4 
38.2 
12.7 
43.0 
Source : World Development Indicators-2002, World Bank. 
Phenomenon of public debt has been the feature of majority of 
the countries at one point of time or the other irrespective of their 
economic status or the level of development^. Table 1.1 shows some 
of those countries that are running into substantial debt as ratio to 
their GDP. The countries listed in the Table are not homogeneous 
group because not only they belong to different income groups but 
also they are facing the difficulties differently on account of their 
huge public debt. Their interest liabilities are also not the same as 
percentage of their revenue receipts. For example Belgium is having 
debt GDP ratio as high as 114.7 but its interest liabilities as 
percentage of its current revenue is only 16.7. Comparing this 
India's debt-GDP ratio is less than half that of Belgium, but its 
interest liabilities as percentage of its current revenue is more than 
double that of Belgium. Correspondence between debt-GDP ratio and 
interest as percentage of current revenue does not show any obvious 
pattern across countries mentioned in the Table 1.1. The reason for 
this may be in the composition of their debt financed by different 
borrowing instruments carrying different rates of interest. Another 
reason for interest liability differentials as percentage of current 
revenue may be the difference in the amount of revenue receipts of 
these countries. If the second reason holds it can be argued, on the 
onset, that the country can sustain higher public debt so long as its 
current revenues are rising at satisfactory rate and this phenomenon 
could be attributed to the judicious utilisation of borrowings. Still 
another reason for low interest liability may be the degrees of 
monetisation. The greater degree of monetisation means only small 
portion of deficit has been financed through borrowering. Hence less 
interest liability. Incidentally for the all the countries mentioned in 
the Table 1.1, external financing component is substantially low. So 
the major part of the debt is financed internally. 
In view of the facts mentioned above, a meaningful study of 
public debt or deficits w i^ll have to take into account the following 
factors: 
• The composition of public debt 
• Whether the debt is held internally or externally 
• Interest liability on various debt components 
• What portion of the debt is subject to recycling? 
• Whether the recycled debt will attract higher or lower 
interest rates 
• Whether debt has been utilised for financing capital 
expenditure or consumption expenditure 
• Rate of return on public investments 
However the response of the academics as well as institutions 
like International Monetary Fund (IMF)/World Bank has been almost 
unifocal in suggesting the bringing down of fiscal deficit for which 
various measures are prescribed in various countries. Outcry against 
fiscal deficit was so loud that various fiscal targets and frameworks 
have been legislated in various countries. In European Union fiscal 
deficit is targeted to be brought down close to balance or in surplus 
with an allowance of up to 3.0 percent in cyclical downturn, and total 
liabilities not exceeding 60 percent of GDP. UK legislated for 
borrowing only to fiance investments (Golden rule), with total 
liabilities not exceeding 40 percent of GDP. United States had also 
unsuccessfully attempted such legal framework during late 1980s. 
In India too deficit and debt received focused attention since 
1992. In all economic reform measures reducing fiscal deficit has 
always remained high on the agenda. So much so that Fiscal 
Responsibility and Budget Management bill was introduced in the 
Lok Sabha in December 2000. FRBM suggested a ceiling on fiscal 
deficit, revenue deficit and also on total liabilities. Such ceilings, 
though at variance with what is provided in FRBM had also been 
recommended by the Eleventh Finance Commission. FRBM however 
could be passed only in 2003 and that too after incorporating various 
amendments suggested by Parliamentary Standing Committee on the 
ground that the bill in its original from was two rigid and thus 
required some degree of flexibility. But these amendments are 
fraught with the danger of diluting the very purpose of the bill, which 
was to insulate the fiscal exercise from various political pressures 
emanating from electoral considerations. 
Before proceeding to discuss deficit questions and its 
relationship with public debt it is useful to define various types of 
deficits (as this is pre-requisite for understanding public debt) and 
the possible causes of their occurrence. Deficit simply means the 
excess of expenditure over revenue. Government incurs expenditures 
in order to provide social goods and merit goods and meets this 
expenditure mainly through taxes besides few non tax sources. Since 
both expenditure and revenue are non neutral in their effects on 
various macro economic variables, they are also used as instruments 
to bring about efficient allocation of resources, equitable distribution 
of income and wealth and economic stability. Besides spending on 
the provision of social and merit goods government also spends on 
creating economic and social infrastructure and often invests in 
production of goods and services in order to act as a big player of the 
game so that the private sector (which is governed by profit motives) 
is unable to manipulate the market.^ Thus government's 
expenditures are different in nature and are so its consumption from 
those of the private sector. They are normally classified as revenue 
receipts, revenue expenditure and capital receipt, capital expenditure 
in the budget of the country. 
Revenue Receipts and Revenue Expenditures 
All such receipts that do not create future liability are called 
revenue receipts. This includes tax and various non tax receipts like 
interest and dividend on government investments, fees, fines and 
other receipts for services rendered by the government. 
Revenue expenditure is that expenditure which is incurred on 
normal running of the government (on providing social goods), grants 
given to sub-national governments like state government and local 
governments, interest paid on government debt etc. Since interest 
payment is a committed expenditure the presence of it restricts 
choice of expenditures. In brief all such expenditures which do not 
enhance future receipts (tax or non tax) of the government are called 
revenue expenditure. Grants to states are revenue expenditure 
inspite of the fact that a part of it may be spent on creation of assets. 
Capital Receipt and Capital Expenditure 
All receipts that are available to the government to be spent in 
such a way that it could enhance future receipts are called capital 
receipt. The main items of capital receipts are balance from current 
revenue (excess of current revenue over current expenditure which 
can be negative also), loans raised by the government from public 
called market loans, borrowings by the government from its central 
bank through sales of treasury bills, loans received from foreign 
governments and other multilateral financial agencies and recovery 
of loans granted by the government to foreign governments or its own 
states and local governments. 
Capital expenditure consists of expenditure on acquisition of 
assets like land and building, machinery, equipment, investment in 
shares, loans granted to sub-national government, corporations and 
other parties. Total expenditure exceeding total revenue is known as 
budgetary deficit which was the conventional measure of deficit but 
in the decade of 1990s it has lost its relevance and in its place other 
deficit concepts like fiscal deficit, monetised deficit, primary deficit 
etc. began to be used on account of their better indicative power for 
guaging fiscal health of the economy. These deficit concepts are 
discussed in the following paras. 
Fiscal Deficit 
Over all gross fiscal deficit is total expenditure minus 
government's current revenue plus capital grants. It measures the 
overall borrowing requirements for financing government 
expenditure. Fiscal deficit is normally a net addition to public debt 
but if part of it is financed through seignorage (printing of new 
money) it will not add to public debt to the extent of monetisation. 
Inspite of many limitations, which are discussed in chapter III the 
fiscal deficit is still considered to be the best available indicator of the 
macro economic impact of fiscal measures (Tanzi 1993). Fiscal deficit 
is to be monitored and regulated, besides other things, for two 
important reasons 
One, it is argued that public borrowings tend to crowd out 
private investment and thus lead to inefficient allocation of 
resources. When economies are relatively closed a country's fiscal 
deficit had to be financed by the country's own savings and crowding 
out occurs within the country itself However, because of much 
greater freedom of capital movements internationally, especially in 
the past decade, a country's deficit need not be financed wholly by 
the countries own savings but by the savings of other countries. 
Thus, at least for the short run, crowding out may go international. 
Further, if the part of the borrowing used for non productive 
purposes, like to finance deficit on revenue account in the budget, 
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increase in public borrowing will mean displacement of capital 
formation in the economy and will result in slowing down of the rate 
of economic growth. 
Two, since fiscal deficit measures the borrowings by the 
government which in turn adds to public debt, its rapid growth 
results in increasing debt-GDP ratio which could have serious 
consequences for the economy, discussed extensively later in the 
present study. 
Primary Deficit 
Gross fiscal deficit minus interest payments is primary deficit. 
The interest paid on debt is a result of past deficit ra ther than the 
current one. A measure of the current policy stance might therefore 
exclude all interest payment yielding the primary deficit (also called 
'non interest ' deficit). The primary deficit measures how current 
actions of the government improve or worsen the public sector's 
indebtedness, and thus it is important for evaluating the 
sustainabili ty of government deficit. Although fiscal deficit can be 
run indefinitely, the primary balance will have to become positive 
(negative primary deficit) to cover at least par t of interest on cur rent 
debt. If the growth rate of the economy is greater t h a n the real 
interest rate, then even the primary deficit can cont inue without 
posing any serious problem to the economy. However, it is generally 
not possible in the long run for the economy to always grow faster 
than the interest rate. 
Monetised Debt 
New money supply on account of government budget is called 
monetised deficit. It includes central bank 's support to government 's 
market borrowing. In simple terms it is central bank ' s ne t credit to 
the government. Since in developing countries like India security 
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market is not well developed, their central banks hold significant 
portion of government security. So is done by Reserve bank of India 
in India. Therefore, central banks net credit to the government is the 
better measure of printing of new money to finance public 
expenditure. As monetisation has potentiality to cause inflation. It is 
generally advised that the magnitude of such deficit should not 
exceed the amount needed to meet the extra demand for cash arising 
from growth under reasonably stable conditions. 
Revenue Deficit 
Excess of revenue expenditure over the revenue receipts is 
called revenue deficit. It measures the extent to which the revenue 
expenditures are financed through borrowing. Normally it is expected 
that revenue account of the budget should yield surplus so that the 
part of capital expenditure can be financed through positive revenue 
balance. This kind of deficit is perceived to be the major cause of 
government's financial imbalances. Since the division like capital and 
revenue may not correspond to the division into capital and current 
in a country, the measure of revenue deficit has to be used carefully 
to measure governments saving or dis-saving. One view of the 
economist is that the classification of budget into capital and current 
account gives an erroneous impression that capital expenditure will 
lead to growth and therefore can be financed through borrowing and 
that the current expenditure must necessarily be covered by current 
revenue. 
"..., whether the government spends on 
current expenditure or on what is 
conventionally classified as investment 
the short term impact on balance of 
payment dis-equilibrium will be the 
same."10 
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However, the wisdom behind denying the concept of revenue 
deficit its due significance on the ground of its short term impact on 
balance of payment has been questioned. 
"Tanzi misses the point that revenue 
deficit measure is being used to judge 
the impact on balance of payments or 
on domestic demand. It is measured to 
ascertain whether the revenue 
expenditure of the government on 
account of public consumption and 
current transfers are fully met out of 
current revenue. It is well accepted in 
public finance theon,- that the cost of 
public goods should be defrayed from 
the proceeds of taxes levied on the 
population consuming those goods."^^ 
In spite of this difference of opinion, revenue deficit continues 
to occupy the prominent position in any analytical s tudy on deficit of 
the country and is considered to be the major cause for the fiscal 
imbalances. 
Fiscal Gap 
The term normally used to indicate the over ail resource gap in 
a country's finances which might include various kinds of deficits 
including fiscal deficits. But Rakshit (2000) used this term to 
indicate a part icular type of deficit. He defined 'fiscal gap ' a s 
"...is nothing but the government's 
incremental financial liability (IFL) less 
monetised deficit. Fiscal gap thus 
represents the yearly increase in 
government debt to the rest of the 
economy plus reduction in its financial 
assets, and hence constitute, better 
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measure than fiscal deficit of the 
governments incremental debt burden 
due to current budgetary measures."^^ 
He defines incremental financial liability (IFL) to be equivalent 
to capital d isbursement plus revenue deficit plus non-debt creating 
capital receipts (NDCCR). Capital disbursement p lus revenue deficit 
is nothing bu t fiscal deficit, the additional factor therefore is NDCCR. 
Rakshit 's a rgument is tha t NDCCR is significant a s different kinds of 
receipts should be treated separately on the basis of their 
implications for future earnings in terms of which all NDCCR may 
not be pu t on the same footing. For example dis- investment in public 
sector under tak ing can not be treated on the same footing as the tax 
collection because al though both are non debt creating receipt, 
disinvestment proceeds reduce future earnings of the government by 
w a^y of interest and dividends. 
"From view point of budgetary viability 
there can thus be little doubt that 
reduction of fiscal deficit through 
disinvestments can not but be worse 
than tax financing."i3 
Rakshit 's a rgument is tha t the fiscal deficit as is commonly 
defined is not appropriate for judging the sustainabil i ty of debt 
financing or the efficacy of government's budgetary operations in 
pursu ing the objectives of fiscal policy. But limitations of 
conventional measures of fiscal deficit are well recognized. 
"...there is no such thing as the fiscal 
deficit, but rather a series of 
alternative measures each with 
advantages and disadvantages."^"* 
Thus there could be number of measures appropr ia teness of 
their use depends upon the purpose for which they are being used 
like which set of macro economic consequences of fiscal policy is 
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Intended to be assessed. So Rakshit's concept of fiscal gap may 
prove to be useful in evaluating the budgetary policy of the country. 
It appears from the discussion on various deficit concepts that 
fiscal deficit alone may not be of much use if not supported by other 
informations. Fiscal deficit, as discussed, indicates the public 
sector's borrowing requirement which may arise on account of 
government's spendings in excess of its receipts. But overspending 
itself may not be good or bad for its own sake. Other informations 
which are required to make use of the concept of fiscal deficit would 
be whether the overspending is because of government's capital 
investment or simply the revenue expenditure and secondly the rate 
of return expected on the investment. If the investment is in the form 
of creating infrastructure which does not add to the government's 
revenue directly but it surely increases the government's tax receipts 
(as the infrastructure would result in enhanced output). If the 
increase in government's receipts in the form of tax or non tax 
revenue is of greater magnitude than the cost of borrowing debt 
financed investment is alright otherwise it would require a review of 
the investment decisions of the government. 
If the said borrowing requirement is on account of financing 
the consumption expenditure then situation would be termed as 
alarming. But even then it would be still open to judgement if the 
revenue deficit is properly measured. It is said there are number of 
expenditures that, in normal budgetary accounting, have the effects 
of investments, for example the expenditure on education. Since 
large part of the education expenditure goes towards the salaries of 
the teachers it is put into the category of revenue expenditure in 
most of the countries including India. But such expenditure is 
basically an investment m human capital which in the time to come 
will surely contribute to the productivity enhancement. It can, 
therefore, be said since different types of government expenditures 
like public consumption, investment and transfers have different 
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implications for future receipts of the government. Thus for 
examining the sustainability of fiscal stance or evaluating the 
macroeconomic consequences of it, the composition of government 
expenditure, not simply its aggregates, has to be taken into 
consideration. 
But the IMF/World Bank inspired policies tend to overlook 
such considerations and concentrate the focus on fiscal deficit 
almost exclusively. Underlying belief might be that reduction in fiscal 
deficit v^ o^uld bring about the desired changes in other macro 
variables as well. 
Objectives of the Study 
It is sought to examine through evaluating the accounting 
procedure as well as through empirical study as to what extent such 
focus on fiscal deficit is justified. In other words, is fiscal deficit, or 
for that matters, any other single deficit measure encompasses in it 
the other macroeconomic imbalances? If so the policies pursued by 
various countries suffering from fiscal imbalances under the 
influences of IMF/World Bank would be justified, for this purpose 
the hypothesis put to test is 
"Fiscal deficit alone is not the proper indicator to judge 
the macro imbalances in the economy." 
The significance of the hypothesis is that if it turns out to be 
true, it would put a question mark on the efficacy of IMF/World 
Bank policies to focus on fiscal deficit and its reduction and all the 
structural adjustment programmes that are be geared to attain such 
reduction at all costs. 
The study seeks to evaluate the rationale of policies b\' 
deliberating on the conceptual details as well as its implications for 
the countries. For empirical test Indian economy has been chosen as 
here we find all kinds of paradoxes. For example, acute fiscal 
imbalance coupled with buoyant economic growth during 1980s, and 
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such economic growth leading to crises 1990-91. But in the decade 
of the 1990s there has been apparently a different experience as 
inspite of fiscal imbalances of almost the same magnitude crises did 
not turn up. And yet so much concern for fiscal and other deficit 
that Fiscal Responsibilities and Budget Management Bill was 
introduced in the Lok Sabha in December 2000 and passed albeit in 
much diluted form in 2003. 
Study seeks to analyse as to what extent such focus on fiscal 
deficit is justified. Is it so important that its reduction should be 
sought at all cost? As in India its reduction has been attempted by 
successive finance ministers through cuts in capital expenditure 
especially the one which should have gone to social sector. 
Data Base and Methodology 
Study is based on secondary data published by various 
government and non-government agencies. The data mainly used in 
the study are published by various ministries of the government, 
Budget documents and the data published by Reserve Bank of India 
and Centre for Monitoring Indian Economy. Besides, for 
international comparisons World Development Report' and World 
Development Indicators' have also been used. So problems on 
account of governments changing the definitions have also been 
minimised. While analysing the problem the trends of various 
aggregates and ratios have been taken into account and 
comparisons of such ratios in different periods have been made the 
basis of the study. 
Limitations of the Study 
Inspite of making every effort to make the study 
comprehensive it also suffers from many limitations. One such 
limitation is the inability of the study to work out precisely as to 
what is likely to be the effect of disinvestments of public sector 
undertakings in India for future non-tax receipts of the government. 
Another one is failure of the study to ascertain the long term effects 
of education expenditure in early periods on the post-reforms inflow 
of invisibles on account of information technology exports. As this 
correlation would make a case with precision for treating such 
expenditure as capital expenditure and it might have resulted in 
highlighting the major limitations in the accounting of deficit. 
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REVIEW OF LITERATURE 
REVIEW OF LITERATURE 
The literature on the theme ranges from theoretical aspects of 
fiscal policy with regard to government spending and debt, to country 
specific studies on debt and its sustainability. Few studies also 
addressed measurement and conceptual issues regarding deficit. 
Present study does not go into the country specific studies except 
those related to India besides referring occasionally to a couple of 
studies on Latin American countries and OECD countries. The study 
of literature makes one feel that debt, deficits, their causes, their 
effects and may be the remedial measures differ from country to 
country. 
Debt crisis during the last two decades of the last century, 
almost the world over, revived the interest of economists in the 
extensively debated issue of government spending during 1980s. An 
important trend that emerged in late 1970s and 1980 was to 
question the efficacy of Keynesian Paradigm and revival of faith in 
neo classical position on public debt. The period also witnessed the 
revival of interest in 'Ricardian Equivalence Theorem'. Despite 
opposing views deficit is believed to be a key indicator of the over all 
stance of fiscal policy and its capability to influence the macro-
economic variables. Therefore it was considered desirable to discuss 
in brief the dominant views mentioned above. 
The classical economist's view on the deficit was that of a 
balanced budget where deficits were to be allowed only in extra 
ordinary situations. There was a general belief in say's law.i While 
business cycle swings in such economy were the possibility but they 
themselves were believed to generate the self correcting forces that 
would bring back the economy to the stability. The economy would 
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normally be functioning at full employment equilibrium. Under such 
situation government was supposed not to interfere with such 
instruments like fiscal contraction or fiscal expansion as it would 
inject the source of instability in the economy. But the say's law of 
market could not stand the test of reality as no economy could 
experience the kind of full employment that say's law envisaged. 
Contrary to that the economies went through the phases of severe 
depression.2 Myth around say's law or the say's equality (as it is also 
known) was finally exploded by the great depression of 1930s. 
Keynes, as has been mentioned in the preceding chapter, had 
strongly favoured increased government spending to raise the 
employment level. Even before the onset of 'great depression' in 1929 
he, through Newspaper articles, speeches and pamphlets called for 
deficit financed public works expenditure as a cure for employment.3 
By 1936 his views took a concrete shape and were presented in 
'General Theory''^ and thus the theoretical foundation was provided 
to the deficit financing. His views can be summerised in the following 
lines. Government spending is an extremely important component of 
aggregate spending level in the economy. The later alongwith 
aggregate supply (expected to remain stable in the short run as its 
determinants are fairly stable in such period) determine the level of 
employment. Amongst the component of aggregate demand it is the 
government expenditure that can be easily regulated. The others 
namely private consumption expenditure and private investment 
may not be easily maneuverable. 
In the cyclical downturn it was extremely useful to raise the 
spending level and fmance it through borrowing. Thus incurring 
public debt was the deliberate policy option. If economy experiences 
the inflationary pressure fiscal contraction is the remedy. Influence 
of this approach was tremendous and it occupied a dominant 
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position in the fiscal policies of the country. One more understanding 
regarding this approach was that the fiscal deficit would help 
utilisation the economy's factors of production and thus increase 
domestic output. Monetary policy was over shadowed by the 
Keynesian approach. It was only after Samuelson (1951, 1953) who 
later on came to be known as Neo Keynesian, presented a counter 
vision and argued for leaving the stabilization of output to monetary 
policy, it received some degree of respectability. Samuelson also 
argued for neo classical determination of optimal government 
spending and taxes. 
Though Rao (1952) pointed towards the problems posed by 
supply constraints which results in limiting the role of government 
expenditure in boosting national income through multiplier effect.^ 
Faith in increased public expenditure continued to dominate the 
fiscal policies of the countries irrespective of their economic status 
and levels of development. 
Shenoy (1955) dissented with the joint memorandum entitled 
"The Second Five Year Plan: Basic Considerations Relating to the 
Plan Framework" on the proposition of large scale deficit financing in 
order to provide 'big push' to the economy.^ He opposed resorting to 
deficit financing on account of its inflationary impact. But the 
dominant voice was in favour of Keynesian approach. 
It was only in 1970s that large fiscal deficits together with 
unemployment in United Stales, made economists skeptical about 
Keynesian approach. Neoclassical economist who were not paid 
attention during 1920s and 1930s not only began to be accepted in 
1970s but their influence also grew on the policy prescriptions of 
financial institutions like International Monetary Fund and World 
Bank. The focal point of their disagreement with Keynes was that 
deficit financed public expenditure can not be sustained on long 
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term basis. Besides such finance would also influence other macro 
variables adversely like price, rate of interest and balance of payment 
: Private investment crowding out is also likely. Attack against 
Keynes also became intense. 
"Keynesian economics has turned the 
politician loos; it has destroyed the 
effective constraint on politicians' 
ordinary appetites to spend without the 
apparent necessity to tax".'^  
Neoclassical economist's argument was that the fear that 
without government intervention (in line with Keyne's suggestions) 
the economies might face the kind of slump witnessed during inter-
war years. They firmly rejected the view that market economies are 
inherently unstable.^ 
Dasgupta (1987) while examining the whole question of 
relevance of Keynesian economics in underdeveloped countries, 
pointed towards resource constraints rather than demand deficiency 
as the reason for unemployment in under developed countries. He 
did not find evidence for deficiency in demand in India. It questioned 
the wisdom of calling Indian unemployment to be Keynesian 
unemployment as the peculiar situation existed in India was the 
underutilisation of productive capacity alongwith unemployment. 
The excess capacity was not the result of demand deficiency but 
market imperfections as most of such industries enjoyed seller's 
market for being either under monopolistic or oligopolistic form of 
market. He thus argued that creation of additional demand through 
deficit financing is not the remedy; it lies in release of competitive 
forces in the economy.^ 
Ricardian Equivalence Theorem (RET) 
Considerable amount of interest has resurfaced in this 
theorem in the 1980s. RET states that the taxation and public debt 
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are exactly equivalent in their effect on the economy. RET is 
significant for the reason tha t if it is empirically proved the concerns 
about inter-generation equity would be dispelled. 
"In point of economy, there is no real 
difference in either of three modes: for 
twenty million in one payment, one 
million per annum for ever or 1200000 
for 45 years, are precisely the same 
value; but people who pay taxes never 
so eliminate them, and therefore do not 
manage their private affairs 
accordingly. We are too apt to think 
that war is burdensome only in 
proportion to what we are at the 
moment called to pay for it in taxes, 
reflecting on probable duration of such 
taxes". 10 
Buchanan and Brennani i demonstrated tha t Ricardian 
equivalence theorem is untenable as the condit ions tha t are 
necessary for the theorem to hold are ra ther unreal is t ic . Following 
conditions have been identified: 
1. Public expenditure in the initial period is invariant as 
between two financing ins t ruments . 
2. Public debt issued in the initial period m u s t be serviced 
a n d / o r amortised from the proceeds of taxes levied in 
latter period. 
3. Capital markets are perfect, and persons may borrow and 
lend at the same rate as government. 
4. Individuals are certain as to both cur ren t and future 
period income earning prospects. 
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5. Individuals as current tax payers and as potential future 
tax payer behave in terms of infinite planning horizon -
they act as if they plan to live forever. 
6. Individuals fully anticipate future period tax behaviour 
that is embodied in debt issue. 
7. All taxes are lump sum. 
Nevertheless, while rejecting the theorem on theoretical ground 
they emphasized that the relative effects of public debt and taxation 
needed further investigation both analytical and empirical. 
Riccuite (2003) reviewed the literature on RET and found that 
the debate remained inconclusive. When it is empirically tested in a 
life cycle framework hypothesis is usually rejected. While empirical 
test is based on optimizing models it is generally accepted. 12 it 
endorses the conclusion of Buchanan 85 Brennan (1987) that since 
univocal conclusion could not be achieved there is further 
requirement of more work mainly empirical but also theoretical. 
An interesting area of debate in economic literature has been 
the relationship between large fiscal deficits and interest rates. A 
widely accepted paradigm in economic theory is IS-IM model. Its 
structural assumptions and implication are widely accepted. One of 
its implications is that increased spending level in the economy will 
push the interest rate up. Since increased spending is implied in 
fiscal deficit same relationship is supposed to be held between fiscal 
deficit and rate of interest in the economy. Feldstein (1983) 
reinforced this view. 
But Evans (1985) found things which are not in-conformity of 
the above mentioned views. He surveyed the US history to determine 
the relationship. He found that there are three distinct periods 
during which federal deficit has exceeded 10 percent of the national 
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income. These periods are 1861-1865 (period of American Civil War), 
1918-1919 (period of US involvement in World War I) and during 
1941-45 (World War II). During all the three periods the deficit 
jumped substantially, the maximum it reached was during World 
War II when it averaged 22.7% of the national income for the period 
1941-45. But in none of the periods mentioned above interest ra tes 
rose appreciably. 13 
Tanzi and Fanniza (1995) however found th rough econometric 
exercise that higher debt-GDP ratio led to higher real interest ra tes 
for G-7 industr ial counties during the period 1985-1994.14 
In India debt started receiving attention since the middle of the 
decade of 1980s with Rao (1986) apprehended tha t India was 
heading for a debt trap. 
"...a situation is fast approaching even 
without raising the interest rates on 
government securities and treasury 
bills when the centre would have to 
borrow money just to pay for 
amortization of debt and interest on 
borrowing. Unless the government 
controls its level of borrowing, it would 
enter into debt trap situation".'^ 
Debt t rap situation as he defined is the one when the a m o u n t 
borrowed might be jus t sufficient to meet the debt servicing burden 
with situation further worsening where borrowmg would not be 
sufficient enough to meet even the debt servicing charges . 
But the s tudy which received wide at tention is Seshan (1987). 
It not only endorses the warning handed out by Rao (1986) bu t also 
analysed the growth of public debt over fairly longer period. It found 
that until 1973-74 the interest receipt of the centre exceeded its 
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payments. It traces this negative interest payments had emerged in 
1963-64 when the centre received Rs. 32.6 crore more by way of 
interest than it paid. After 1973-74 net interest payment (NIP) 
became positive and grew faster specially after 1978-79. The annual 
compound growth rate of NIP was 52.1 percent during the period 
1978-79 - 1985-86. As a result the interest payment accounted for 
62.7 percent of net market borrowing. Calculations on the basis of 
this trend suggest that borrowing may not be sufficient to pay even 
interest on market borrowing, i^  
Rakshit (1989) attempts to dispel the apprehensions about 
public debt and its effects. He opines that problem of debt and its 
consequences have been blown out of proportion without going into 
serious analytical exercise. He begins with listing the common 
perception among economist and then analyses them as to what 
extent these perceptions are genuine. He emphasises the need to 
have a relook at the debt indices before jumping on to the 
conclusion. 
On the debt figure as stood on March 31, 1987 gross interest 
figure for 1986-87 and net interest payment, he argues that (1) 
interest should be netted not only for interest receipts but also for 
dividend receipts as borrowing is undertaken not only for advancing 
loans but for investments also. (2) Out of total internal debt more 
than two third was held by Reserve Bank of India, Commercial 
Banks, Life Insurance Corporation etc. Therefore a major part of 
interest payment is transfer to financial organizations owned and 
controlled by government itself. ^ "^  He also finds fault with the practice 
of calculating public debt without taking into account the asset-
liability figure of public enterprises which would probably create 
positive balance in net wealth of the public sector. 
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It points out that most of the government investments are in 
infrastructure sector e.g. roads, communication, irrigation, flood 
control etc. which certainly enhances the productive capabilities of 
the economy and private sector is benefited more. It is the failure of 
tax machinery that it is unable to raise the tax GDP ratio in the same 
correspondence. It also rejects the belief that large scale dis-savings 
in government administration is on account of high pubic debt. 
Thus it concludes that for the ills of the economy focus ought 
to be shifted from public debt to use of funds borrowed from public, 
operations of public sector enterprises, under utilization of capacity 
in public sector (for which scale and pattern of investment may be 
responsible), tax administration, structure of interest rates etc. And 
that the recipe designed in developed countries, where the role of 
public debt in attaining a higher growth rate is not paid any 
significant attention, is just unsuitable in India's context. 
K.S. Gill (1991) presents an alternative view of the budget 
deficit as there did not exist a unique concept of the budget deficit 
relevant to all purposes as different deficit concept are used 
depending upon the nature of the quest. This was the time around 
which the conventional measure of budgetary deficit had already 
come to be questioned and in its place a concept of fiscal deficit came 
to be accepted as better alternative. Gill's paper was in response to 
the IMF oriented approach of the economists recognizing the 
government's capital deficit as the only legitimate measure as it 
measures the government's demand on other sectors saving. Gupta 
(1990) went a step further, to extend the scope of the deficit to 
include the capital deficit of public enterprises. On this basis it 
concludes that the real deficit which the country is facing is Rs. 
45251 crores and not Rs. 7206 crores as shown in the budget for 
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1990-91.18 Gill did not agree with Gupta's views on including the 
PSE's deficit, and opined; 
"...the public sector enterprises are 
akin to private corporate enterprises. 
Both undertake gross capital formation 
in excess of their gross saving and 
draw on other sectors to finance the 
gap...To extend the scope of the term 
budget deficit to public sector 
enterprises is to make an invidious 
distinction between resource deficit of 
the two enterprise sector". '^  
It also suggested some restructuring. It argued that borrowing 
should only be for direct investment and that borrowing to support 
the preferred sectors and activities as investment in share capital, 
loans and advances and capital transfers amounts to acting as 
financial intermediary which is not the government function and 
therefore this responsibility should be transferred to institutions 
meant for the purpose. Though the study recommended various 
measures to reduce the deficit but at the same time cautioned on 
drastic measures suggested by the votaries of IMF approach. 
Chelliah (1991) is the revelation of serious fiscal problems 
plagued the Indian economy. It demonstrated that the growth of debt 
would become unsustainable by the turn of the century if the 
present trend continues. It also suggested the concrete target 
oriented measures to bring down the primary deficit. Study projected 
that maintaining the primary deficit even at a level of 3.5 per cent 
was unsustainable while such deficit in the base year of the study 
(1989) was 4 percent. It calculated that 3.5 per cent primary deficit -
GDP ratio would raise the debt - GDP ratio to 77,4 percent in 2000-
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01 from 60.2 percent in 1989-90, and deficit to GDP ratio to 10 per 
cent.2o 
It projected the growth of public debt from 1990-91 through 
2000-01 for two different assumption. 
Assumption I: All major components of domestic borrowing 
other than RBI credit would grow at the same respective rates as 
during last five years. On this assumption internal debt - GDP ratio 
grows at an increasing rate from 47.9 per cent at the end of 1989-90 
to 102 per cent by the end of 2000-01. 
Assumption II: Total domestic borrowing and total domestic 
borrowing as ratio to GDP will be kept constant. Under this 
assumption the debt ratio rises from 60.2 per cent in 1989-90 to 
67.9 per cent by the end of 2000-01. Though under assumption II 
the growth of debt would decelerate but projection beyond 2000-01 
suggests that debt ratio would continue to grow beyond 2010-11 
although at very slow rate.^i 
It recommended two stage strategies. In the first stage 
measures to be undertaken to reduce primary deficit to 2.5 per cent 
of GDP by 2000-01, this will contain the deficit around 8 per cent of 
GDP in 2000-01. Once this adjustment is completed the loan finance 
should be restricted to capital expenditure. Remedial measures it 
recommends seek to raise the revenue receipts, bring down 
expenditure (revenue and capital both). Important restructuring 
measure suggested in the study is that the practice of planning 
commission approving the growth of expenditure with in five year 
horizon must be dispensed with as it puts a burden on future budget 
after the plan is over. Thus Chelliah's is the first study that not only 
provided with projected magnitude of the problem but also suggested 
target oriented remedial measures to stem the rot. 
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Rakshit (1991) questioned the macro-economic restructuring 
initiated in 1992 which involved liberalisation of financial markets, 
encouraging the inflow of foreign capital. It argues that these policies 
may not be the correct instruments to resolve fiscal crises which, in 
turn, would ease off the problems of inflation and balance of 
payment crises. It finds little empirical evidence for fiscal deficit 
being explanatory variable for inflation and balance of trade 
imbalance in 1980s. It agrees with the contention that inspite of 
increased government expenditure enabling the economy to cross the 
barrier of "Hindu rate of growth", case can not be made out for the 
continuance of fiscal policy pursued during 1980s as demand driven 
growth induced by rising budget deficit could not be sustained on 
account of awaiting supply side bottleneck i.e. the low rate of 
capacity expansion, shortage of energy and foreign exchange.22 
Thus its disagreement with the government's structural 
adjustment programme is on account of it being based on wrong 
premises. It therefore sounds caution that various measures that 
have been undertaken may prove to be rather counterproductive 
specially the measures like reduction in public investment, 
disinvestment in public sector undertakings and reduction in 
fertilizer subsidy. It also points out various measures that ought to 
have been undertaken but missing in government agenda. They 
include withdrawing of various unnecessary tax concessions, raising 
the recovery level of public investment by making richer beneficiary 
to pay and making public enterprises accountable. 
Buiter and Patel (1992) found the state of Indian public finance 
to be perilous. They observed the rising trend in public debt as ratio 
to GNP and also in monetised deficit. This disturbing trend, as they 
find, started in 1970s but accelerated significantly in 1980s. They 
also make it clear that this deterioration can not be explained in 
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terms of some external shocks like OPEC I and OPEC II (when oil 
prices were increased substantially in early 1970s and late 1970s) 
and 1990 Iraqi occupation of Kuwait and subsequent war. They 
blame pubic sector for the crises. 
"Far from being a channel for 
mobilising national saving and 
stimulating domestic capital formation, 
the public sector has become a drain 
on nation's investable resources. Public 
consumption growth has steadily out 
paced the growth of current revenue".23 
Thus they find the crises to be Tiome made'. They conclude 
that the continuation of great pattern of behaviour would eventually 
threaten the solvency of the government, and that the monetisation 
of deficit even partially is not the option. They reiterate the warning 
contained in the first version^^ (1990) of this paper that unless 
measures to reduce the primary deficit are undertaken a fiscal crises 
is bound to come. 
Mundle and Rao (1992) discussed the nature of crises in India 
in the early 1990s which followed a period of buoyant economic 
performance. They traced the basic cause for the fiscal crises of 
1990s to be in the rapid increase in public expenditure both in real 
as well as in nominal terms. In the early 1970s expenditure in real 
term was declining. It started rising in 1979 and grew rapidly after 
1983. Inspite of the fact that tax-GDP ratio increased during 1980s 
and exceeded Long Term Fiscal Policy targets in each year of seventh 
five year plan fiscal crises could not be averted as expenditure grew 
even faster. 25 
On tax system they found that the tax base is narrow, 
unnecessary exemption are numerous. Narrowness of tax base 
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necessitated higher tax rate for both direct and indirect which 
produce distortions. Equity consideration virtually ignored efficiency 
aspect. Indirect tax system is unduly complicated which together 
with high average rate of customs duty resulted in production 
distortions. 
About subsidy they observed that it did not remain confined to 
ensuring the socially optimal level of consumption of merit goods but 
went beyond that. So much so that recovery rate of investment on 
these goods has been declining. Thus the principle that government 
should charge user fee on goods other than public goods has not 
been adhered to. They also find inadequate subsidy for the items 
where it should have been more, education and health. Therefore a 
case is made out for redesigning of subsidy. 
One of the significant aspect that they brought to focus is the 
critical condition of state's finances which is worst than that of 
centres. States expenditure exceeds current revenue and central 
transfers and since they are not as free to borrow they cut 
investments and maintenance expenditure. Squeeze of this 
expenditure has been found to be sharper in less developed state 
thus has the potentiality to perpetuate. 
V Buiter and Patel (1993) basically update their earlier analysis 
(Buiter and Patel 1992) and extends the period of it upto 1992-93. 
They conclude that considering the magnitude of the crises the fiscal 
correction measures were insufficient. Deb-GDP ratio would continue 
to rise. They calculate that a permanent increase of primary surplus 
to about 4.5 per cent of GDP in required for the stabilisation of debt-
GDP ratio26, which demands both revenue enhancement and 
expenditure control. To achieve this, it recommends the widening of 
tax base for both direct and indirect taxes. On expenditure side they 
emphasised the pruning of government wage bill, food and fertilizer 
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subsidies and subsidies to pubic sector enterprises. They opine that 
currently implemented food subsidies normally benefit other than 
those who are subject to malnutrition or under nourishment. 
Therefore target oriented subsidies should be used as antipoverty 
instrument. 
They also estimated the base money demand function and 
concluded that primary deficit would be difficult to be covered by 
monetisation as the long run real interest rate of Indian-economy 
was expected to exceed the long run growth rate by at least one 
percentage point although the GDP growth rate is as high as 5 per 
cent per annum. 
One more area of concern identified by this study is the debt 
composition. During the period 1989-90 - 1992-93 India's foreign 
debt increased faster than the domestic one. As a result India's 
foreign debt service payments both as ratio to GDP and as ratio to 
export earning are supposed to rise. On the basis of time series data 
for these ratios they observed that there may be a liquidity problem 
in servicing the external debt, if present trend continues. 
Gulati (1993) highlighted some conceptual and accounting 
issues. He expressed the view that net out go on account of interest 
payment must take into account the interest and dividend receipts 
as they are the result of the investment which becomes responsible 
for borrowing and hence interest out go. On this principle the 
increase in net out go that he works out over the decade of 1980s 
turned out to be much less than what Economic Survey 1992-93 had 
shown. Thus he does not find any rationale in not showing in 
government account the dividends and profit receipts and to that 
extent net out go on account of the interest payment tends to be 
overstated. 2'^  
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He opines that the proper assessment has not been done to 
reach the conclusion tha t the stage had really been reached which 
calls for the shifting of emphasis of fiscal policy from mobilisation of 
cur ren t revenue receipts and judicious utilization of public 
expenditure, to blanket reduction in government spendings . He seeks 
to draw a parallel between interest payment which is committed 
expenditure and other expenditures which government is not under 
contractual obligation to incur, on the ground tha t there too is some 
degree of moral commitment by the government to its citizens. There 
fore the revenue enhancing measure should be the priority of fiscal 
policy. Therefore he concluded by quoting Domar : 
"When post war fiscal policy is 
discussed, the public debt and its 
burden loom in the eyes of many 
economists and laymen on the earth. 
The remedy is always the reduction of 
absolute size of the debt or at least the 
prevention of its further growth. If all 
the people and organizations who work 
and study, write articles, and make 
speeches, worry and spend sleepless 
nights - all for the fear of the debt -
could forget about for a while and 
spend even half their efforts trying to 
find ways of achieving a growing 
national income, their contribution to 
the benefit and welfare of humanity 
and to the solution of the debt problem 
would be far greater".28 
Rangarajan, Basu and Jadhav (1994) examined the dynamic 
behaviour of public debt - GDP ratio in India. The s tudy under took 
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the exercises of construction of database, as the government 
measures of deficit and debt are only accounting measures which do 
not serve the purpose of analytically meaningful study. It, for 
example, mentioned that deficits are financed both by RBI and other 
than RBI sources, and from the view point of macroeconomic 
analysis both have different implications and hence deserve to be 
treated separately. It attempts to derive analytically more meaningful 
measure of domestic debt. And when proposed method has been 
used to measure the expansion of domestic debt it turned out to be 
much larger than the conventional measure of debt used to indicate. 
It forecasts the Indian scenario using the two different modes 
of financing. 
1. Financed by additional net RBI credit. 
2. Financed by domestic borrowing other than RBI. 
While the first forecasting model reveals that such attempt 
would lead to a vicious circle of large deficit, higher monetary 
financing, more inflation and again larger deficit. Inflation is 
projected to rise from 7 per cent of GDP in 1987-88 to 20 per cent 
within five years period of GDP grows at an annual average rate of 
5%. If it falls short of this inflation may even cross 20 per cent mark. 
Under second scenario (debt financing) debt-GDP ratio will rise 
from 44 per cent of GDP in 1987-88 and cross 100 per cent mark in 
1995-96, and reaching 150 per cent by the turn of the century.29 
Chelliah (1996) discussed some conceptual issues about 
deficit. Besides dealing with definitional aspects of revenue and 
expenditure it highlights the conventional measure of fiscal deficit 
(budgetary deficit) in measuring the expansionary impact of public 
budget. It emphasises the significance of revenue deficit which in the 
opinion of some economists like Tanzi (1993)3o is not much useful 
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concept. It then discusses the relationship between fiscal deficit and 
public debt and seriously disagrees with Gulati (1993). It argued that 
Prof. Gulati tried to derive support from Domar who was writing 
when influence of Keynes was at its peak and understanding had 
come to be developed that 'booms and recession' could be avoided 
and steady growth could be ensured through 'fiscal maneuvering'. 
About Gulati's argument that it is not the unproductive investment 
which is to be blamed but substantial portion of borrowing which 
finances revenue deficit, Chelliah says it is very difficult to maintain 
the productivity of public investment given the fact that several 
states are paying salaries to employees out of borrowing and the 
contribution of their Electricity Boards, Road Transport Corporations 
and irrigation work to the revenue receipt is negative. It does not 
agree with the suggestion that emphasis of fiscal policy should be on 
revenue enhancement and expenditure reduction, on the ground that 
a moderate increase in revenue ratio would not be sufficient to ease 
of the burden of mounting interest payment. It therefore concludes 
that not only fiscal deficit but revenue deficit and monetized deficit 
should also be curbed. 
^- Chakraborty (1997) attempts to examine the implication of the 
tax rates reduction effected since the economic reforms began in 
1991. It tries to find whether the relationship suggested by Laffer 
cur\'e holds for Indian economy or not. Laffer curve suggests that tax 
revenue and tax rate hold positive relationship upto a point their 
after It becomes negative which means decline in tax revenue with 
increase in tax rate. It observes the relationship between the 
collection (for both direct and indirect taxes) and the movement in 
rates of various taxes (which have been continuously declining since 
1991) separately and finds that direct taxes were more buoyant 
during the reform period as their collection increased slightly but not 
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sufficient enough to off-set the decline in indirect tax collection. The 
net result has been the decline in tax-GDP ratio. It also indicates 
towards the involvement of time lag in adjustment that for some year 
tax collection as a whole did not increase as a result of decline in tax 
rates. 
The study obviously is significant for policy makers as well as 
academics to investigate further whether we are not operating 
around the optimum tax rates or the tax machinery failed to rise to 
the occasion or whether Laffer curve is simply a myth with little or no 
relevance for the Indian economy. 
V Rakshit (2000) is a critique of the whole approach of fiscal 
policy pursued during 1990s. It points out that adverse effects of it 
could be found in many macroeconomic variable like declining 
aggregate capital formation and stagnant saving, low agricultural 
growth alongside sharp fluctuations in food output, deceleration of 
industrial growth during second half of 1990s and ultimately the rise 
in fiscal deficit itself. It also argued that not only deficits, but revenue 
and expenditure also need to be redefind for the specific purposes as 
they generate different effects on different macro variables. For 
example it favours the expenditure on education and health to be 
taken out from revenue expenditure and receipts from 
disinvestments can not be equated with tax revenue as former 
reduces the future non tax receipts. It thus argues that 'Fiscal Gap'^i 
rather than fiscal deficit is the better measure for measuring 
sustainability of public debt. It is also critical of the shift in financing 
the deficit towards high interest borrowing instruments. It believes 
that the effects of monetisation have been exaggerated. 
The expenditure restricting programme which it suggests 
includes roll back of public consumption to the level prevailing in the 
early 1980s, cuts in subsidies and increase in investment in 
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agriculture, infrastructure and social sector. It also favours certain 
degree of monetisation as against borrowing and greater reliance on 
low interest borrowing through statutory liquidity ratio of commercial 
banks. Though it did not see as yet a debt trap situation for India 
but noticed some uncomfortable trends which warrant caution. 
Chaudhri (2000) disputed the contention of Rakshit (2000) 
regarding adverse movements in key macro indicators like Tax-GDP 
ratio, saving and investment etc. It explains that such impression 
seems to be gathered due to (a) selecting 1990-91 as reference year 
as some of the estimates for 1990-91 with respect to preceding and 
following year are odd and (b) CSO's revision of base year to 1993-94 
for national income. Series based on new base year was released in 
February 1999 and within a year another series was released in Jan-
Feb, 2000. Thus the wrong impression has been created on account 
of the fact that while fiscal data remain the same, national accounts 
statistics has been revised. Regarding the emphasis on investmient it 
argues that focus on investment per se, without institutional 
changes, to make it more productive would not bring about desired 
results. Because sub optimal capital allocation and under utilisation 
of financial resources would act as impediments. It brings to focus 
that the saving rates of private corporate sector can be favourably 
compared with that of state enterprises. 
It thus concludes that fundamental to economic growth is the 
institutions and there is evidence to suggest that the benefits of 
public expenditure were well short of expectations that became the 
basis for such expenditure and that the post investment reviews were 
seldom carried out. 
Bagchi (2001) evaluates the restructuring programme 
proposed by Rakshit (2000) and opposing views expressed by 
Chaudhri (2000). It's appraisal of Rakshit also takes into account the 
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parameters proposed by Eleventh Finance Commission (of which 
Bagchi was a member). While it does not agree completely with 
Rakshit's scheme, it concedes that it draws attention to the potential 
danger of restrictive fiscal policy especially for demand side of the 
economy. Therefore it could be viewed as certain degree of synthesis 
on the issue of fiscal correction. 
Chelliah (2001) joined the debate renewed by Rakshit (2000). It 
attempts to work out appropriate fiscal stance and the optimum size 
of fiscal deficit, emphasizing that deficit and debt of union 
government and state government have to be considered separately. 
The advocacy for disaggregated approach is on account of the fact 
that quite a number of states may be near to internal debt trap while 
centre is not as yet. It again advocated for loan financing exclusively 
for capital expenditure. Since substantial amount of saving is 
contributed by household sector, public sector's excessive claim over 
it through borrowing is likely to lead to sub optimal allocation of 
saving for capital formation. It therefore suggested that since 
household saving as percentage of GDP is around 11 the fiscal deficit 
may be fixed at 6 per cent as it would leave 45 per cent of saving to 
be utilized by private sector. At the same time if government 
succeeds in bringing down the revenue deficit to balance, public 
investment would rise to 6 per cent. It did not agree with Rakshit's 
proposal of raising tax ratio as such rise may be accomplished only 
through steep rise in tax rate which is not feasible. 
Lahiri and Kannan (2001) distinguishes between sustainability 
and solvency. Fiscal policy of the government may be called 
sustainable so long as it is able to discharge its debt obligations in 
foreseeable future. Bu the repayments of debt can be done by 
borrowing more (Ponzi game). Therefore, the relevant condition is 
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solvency which means to be able to discharge debt obligations in the 
long run. 
It worked out that the solvency require the primary deficit as 
proportion to GDP to be zero or negative (surplus). It warns about 
rather complacent view that if real interest rate is les than the GDP 
growth rate the debt is sustainable. It argues that it may not be the 
sufficient condition for sustainability as it does not ensure 
generation of primary surplus and government may have to continue 
to borrow to service part of its debt. In such situation even a 
temporary increase in rate of interest above the rate of growth would 
result in large fiscal deficit - GDP ratio and hence prevalence of 
vicious circle. 
Rakshit (2001) refuses to be moved by the opposing views 
expressed by Chaudhri (2000), Bagchi (2001) and Chelliah (2001) on 
Rakshit's proposals (2000). He insists that the reasons advanced to 
justify focusing on fiscal deficit for judging the short term impact of 
the budget on aggregate demand are not sufficient. It argues that 
better way to assess the short term impact is to analyse government 
expenditure and revenue (less transfers) separately and not the gap 
between the two as the composition of expenditure and revenue both 
is significant. Both contain various items that have different 
implications for the economy. He sticks to his earlier and rather 
controversial suggestions (Rakshit 2000) for the use of certain level of 
monetisation which evoked a sharp response. He insists that the 
difference of perception regarding optimal seignorage appears to arise 
on account of the perceptions regarding the link between monetised 
deficit and inflation, and the relative impact of inflation on primary 
objectives. He is critical of government policy which is unifocal and 
holds that excessive focus on fiscal deficit alone shifts the attention 
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from so many crucial macroeconomic variables that deserve to 
receive due attention. 
Thus the review of literature on the subject reveals, in short 
the following controversies. 
(1) Whether fiscal deficit alone is that dangerous that its 
reduction would bring about all the macroeconomic 
corrections automatically, 
(2) Whether this objective (reduction in fiscal deficit) should be 
achieved at all costs. 
Second aspect brings in to debate the way fiscal deficit and 
other related variables are defined and measured and their effects 
under different scenarios. The next chapter examines this aspect. 
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DEFICIT-MEASUREMENT, EFFECTS AND 
CAUSATIVE FACTORS 
Debt crises in many countries during 1980s had brought the 
focus on fiscal policy with fiscal deficit as key element. Fiscal 
imbalances were then considered (and continued to be considered) as 
the principal cause for various macro-economic problems like 
inflation, balance of payment disequilibrium, investment crowding 
out and as a result slowing down of economic growth. These 
problems, in turn, were supposed to be responsible for low revenue 
collection which means further deficit and hence the perpetuity of 
the crises. The correction of such imbalances began to be accorded 
top priority among all other measures to bring about macroeconomic 
corrections. 
But question is, if such effects of fiscal imbalances are real or 
illusionary. Another important question that arises, which measure 
of deficit as fiscal deficit itself can be measured variously, besides, 
there are other deficit concept also like 'revenue deficit' and 
monetised deficit etc. which have the potentiality of influencing with 
varying degree, above mentioned macro variables. Answer to such 
question lies on the purpose for which the fiscal deficit is being 
measured : 
"Although the deficit measure is 
relevant primarily as an indicator of the 
macro economic consequences of fiscal 
policy, the set of consequences that 
policy makers desire to assess may 
itself determine the correct deficit 
measure".' 
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Since selection of appropriate measure itself is so important for 
any analytical study of the influence of fiscal policy on macro-
economic variables, measurement of deficit as also its determinants 
assume significance. Though the discussion is general in nature, 
references here are mostly cited from the studies on Indian economy. 
This may not be out of tune in view of the following observations. 
"Although country circumstances vary 
greatly, fundamental principles of fiscal 
management apply every where".^ 
The above mentioned World Development Report was probably 
the first document that initiated a debate on the measurement 
aspect of the deficit. There is near unanimity on the point that the 
deficit per se may not be of any analytical value. To what extent it is 
distortionary, can be judged from the various items of expenditure 
and revenue as also from the way it is financed. 
"Deficits in themselves do not 
automatically imply macroeconomic 
problems. If the use of public resources 
is sufficiently productive, future 
income can be generated to cover the 
servicing cost of any debt incurred".^ 
It appears from the above observation that the prime concern 
about fiscal deficit seems to be for its contribution to public debt and 
its sustainability. Therefore the appropriate measure has been found 
to be the one which measures the public sector's borrowing 
requirements (PSBR) as it represents the total excess of expenditure 
over revenue which has to be financed through borrowing. This 
measure has been termed as "fiscal deficit" and is considered to be 
the most appropriate for measuring the net claim on resources by 
public sector which may turn out to be the explanatory variable for 
various macro imbalances mentioned in the beginning of the chapter. 
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If so defined fiscal deficit is compared with the conventionally 
measured budgetary deficit in India's context, it is found that later 
does not completely serve the purpose. Budgetary deficit does not 
reflect the total borrowing requirement but is confined to only one 
part icular form of borrowing i.e. 91 days t reasury bills besides 
runn ing down of its cash balances with R.B.I. This measure was 
supposed to represent the creation of additional credit or reserve 
money. Inflationary impact of the budget used to be guaged through 
this deficit financing measure. The other forms of borrowing for 
which R.B.I extends credit support to the government are not 
reflected in budgetary deficit. These borrowings are cur ren t market 
loans; special securities issued by R.B.I, small savings provident 
funds etc. 
Chakravarty Committee Reporf* is also critical of traditional 
budget deficit a s it unders ta tes the borrowing and therefore the 
complete monetary impact of fiscal operation can not be guaged. 
Thus its a rgumen t is that 'An unambiguous and economically 
meaningful measure of monetary impact of fiscal operat ions is 
provided by the change in Reserve Bank Credit to government. 
Measuring fiscal deficit 
Though appropriate measure of deficit as has been mentioned 
earlier would depend upon the purpose for which it is to be used, the 
measure tha t guage the pubic sector's claim on resources of the 
economy h a s been considered to be the best among all and that is 
Tiscal deficit'. Since it measure the public sector 's borrowing 
requirement , it is supposed that it reflects the expansionary impact 
of the budget. However it remains to be seen as to wha t extent this 
perception is correct. The measures based on above requirement are 
following: 
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Gross Fiscal Deficit = (revenue expenditure + capital expenditure + 
net domestic lending) - (revenue receipts + 
grants). 
Since in most of the developing countries government used to 
act like financial intermediary by re-lending the borrowed amount to 
other sectors like state and local governments, public enterprises etc. 
This means such lendings do not result in government acquiring 
profitable financial asset. This however is done in order to fulfill the 
capital requirements of these sectors. But for the purpose of 
measurement it will be proper that this amount may be netted out 
from the gross fiscal deficit otherwise figure for the consolidated 
fiscal deficit will be overstated on account of double counting. 
Therefore the Net Fiscal Deficit is more relevant and has following 
identity. 
Net Fiscal Deficit = gross fiscal deficit - net domestic lendings 
= (revenue expenditure + capital expenditure) -
(revenue receipts + grants). 
Before attempting the question as to how appropriate the 
'fiscal deficit' measure is to assess the impact of budgetary measures 
on various macro variables, it is necessary that some issues need to 
be settled. Prominent among them is the coverage of public sector. 
Whether fiscal deficit of central government sector, or the 
consolidated deficit of the centre and state governments or this 
should include the public sector enterprises as well i.e. which 
definition of public sector to be employed and under what 
circumstances. 
There is near unanimity over including the deficits of states in 
the consolidated deficit of the country as considerable portion of 
fiscal deficit of center is on account of poor financial conditions of 
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states. Centre not only transfer resources to states but also re-lends 
the borrowed money. For example in India where in the consolidated 
fiscal deficit of 8.9 per cent of GDP, States account for a little less 
than 50 percent of it.^ 
But in countries where states are constitutionally autonomous, 
the centre does not have much control over them as they can 
independently borrow, it is not easy to include the state's deficit and 
as a result the capturing of full impact of monetary expansion 
becomes difficult under such condition Chelliah observes. 
"For purpose of macroeconomic 
stabilization, credit to sub national 
governments will need to be controlled 
through monetary policy instruments 
in the same way as credit to private 
sector. Multilateral lending institutions 
such as the IMF have to negotiate only 
on the basis of fiscal deficit of the 
central government".^ 
Similarly the conditions differ from country to country which 
warrant the inclusion or the exclusion of public enterprises. There 
appears to be a strong case for their inclusion as in many countries 
public enterprises are, for all practical purposes, under the effective 
control of the government. They enjoy privileges of borrowing on 
favourable terms. Often government underwrites guarantee for their 
loans. Therefore to certain extent they are responsible for private 
investment crowding out. Gupta argued for its inclusion and 
asserted on this basis that by excluding the deficit of public 
enterprises government budget tends to understate the deficit.'^ 
However Gill (1991) does not agree and advanced the argument that 
private as well as public enterprise both borrow to finance their 
resource gap, and inclusion of public sector's capital deficit is 
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advocated on the implicit assumption that private sector is the only 
legitimate claimant of household saving and therefore, not 
acceptable. Pubic enterprise's capital deficit may be treated 
differently as the same yardstick can not be applied to them for 
measuring their deficit as they are basically not the profit making 
unit but devoted to cater various needs of the economy. So financial 
accounting may give incorrect assessment.^ 
A little deeper scrutiny may make one realise that Gill's 
contention is largely correct. As has been mentioned the public 
sector can not be expected to generate profit the way the private 
sector does because it, basically, is not the purpose for which it has 
been created. Furthermore pubic sector's financial contribution is 
not insignificant. Public sector contributes to central exchequer not 
only in terms of the dividend but in terms of various taxes as well. In 
India public sector's contribution to central exchequer in terms of 
dividend, corporate, excise duty, costume duty, other duties in 1999-
2000 was Rs. 3765 crores, Rs. 7978 crores, Rs. 26554 crores, Rs. 
10683 crores and Rs. 2659 crores respectively.^ Moreover in public 
sector there is no motivation for tax evasion. Criticism over public 
sector is that it receives budgetary support in excess of its 
contribution to exchequer in the form of dividend. But considering its 
role for the economy perhaps it would not be wise to apply the same 
yardstick to public sector as is applied to private sector, though it 
may call for a separate cost/benefit study of public sector 
undertakings where the benefits other than the monitory one may be 
quantified. 
Chelliah (1996) seems to argue for their exclusion on some 
what different ground. Although he shares the contention of the 
votaries of inclusion that because of the privileges enjoyed by the 
pubic sector enterprises there is little difference between government 
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borrowing and re-lending to the enterprises and the enterprises 
borrowing directly and yet he is of the opinion : 
"...independent market borrowing by 
autonomous enterprises must be 
excluded and one needs to be cautious 
not to extend the coverage so widely 
that the resulting measure of deficit 
can not be employed for any useful 
analytical or policy purposes. One has 
to remember that one is dealing with 
fiscal policy". 10 
It m u s t be noted that traditional budgetary deficit h a s been 
found to be inadequate in capturing the full impact of fiscal 
expansion because they have, as Tanzi ' i mentioned, at least three 
limitations. 
1. Different taxes and expenditure affect demand differently, 
so tha t for a given deficit the composition of the budget is 
important . 
2. Tax revenue is not a completely independent policy 
variable bu t is subject to feed back from the rest of the 
economy. 
3. Excess demand stemming from the deficit depends not 
only on the size of the deficit but also on the manne r in 
which it is financed. 
Thus fiscal deficit which measures the public sector's 
borrowing requirement is considered to be the appropriate measure 
as it does not go into the details of the causes of this requirement i.e. 
whether need for borrowing arises on account of deficit in revenue 
account or capital account. But a careful scrutiny of fiscal deficit 
suggests tha t it too is incapable of reflecting monetary expansion 
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accurately because part of deficit is finairiced by borrowii3iJ>and part 
by creating now money. If government is able td^e1t"ifs securities to 
the public independent of its central bank's support, then borrowing 
represents only the resource transfer. 
Secondly the definition of revenue receipts and revenue 
expenditure is also important from the view point of the effectiveness 
of fiscal deficit measure. Normally all receipts that do not increase 
the financial liabilities of the government are included in the revenue 
receipts whether it is tax receipt or non tax receipt. But how are we 
to treat the proceeds from disinvestment or from the sale of assets? 
Is it revenue receipt or not? This question assumes significance if the 
appropriateness of fiscal deficit measure is under consideration. It 
depends upon the purpose for which the deficit measure is to be 
used. As Chelliah puts it 
"If the short term impact of the budget 
on aggregate demand through net 
borrowing is to be judged, the sale 
proceeds of assets could be included in 
revenues. Alternatively the proceeds 
could be netted out against capital 
formation expenditure". 12 
Thus it is apparent that fiscal deficit has to be supplemented 
by some other informations in order to make it effective even for the 
very purpose for which it has been discovered i.e. impact of monetary 
expansion. 
Tanzi is also critical of the measure of current account deficit 
(read revenue deficit). He finds it useless on account of (a) the futility 
of classifying the expenditure into current revenue and investment 
and (b) false and arbitrary demarcation between capital and current 
expenditure. He finds such classification futile because expenditure's 
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short term impact on balance of payment disequilibrium will not only 
be the same but the investment spending may have larger negative 
impact and for (b) above, he argues that it is not possible to classify 
the expenditure into current and investment because there are 
number of expenditure that can be put in either of the category 
depending upon the argument. For example there is strong case for 
some current spending on education and health to be placed along 
investment expenditure because of their long run effects on growth. 
Secondly investment could be bad enough which instead of 
augmenting future income may just be a source of complete waste. 
Thus he says 
"..., I am skeptical that current account 
budgetary deficit may tell us much, 
although I would certainly be 
concerned about a country that is 
running a fiscal deficit even when 
investment expenditure, however 
defined, is netted out. For sure the 
current account deficit will tell us 
nothing about the impact of fiscal 
policy on the balance of payment and 
perhaps not much about the impact of 
fiscal policy on growth". 3^ 
Thus Tanzi does not find any utility of revenue deficit. But the 
counter argument is that perhaps Tanzi has misplaced his focus as 
impact on balance of payment is not the purpose of revenue deficit 
measure rather it is used to find whether the expenditure on current 
consumption is fully met by current revenue because otherwise a 
country would be working against the well accepted principle of 
public finance that society as a whole should bear the cost of the 
goods and services that it collectively consumes regardless of the 
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preference of the individual members of the society. Further revenue 
account deficit/ surplus is the measure of government's contribution 
to dis-saving/saving which is very important variable from the view 
point of economic growth, though savings automatically do not lead 
to growth. Revenue account balance is also a very useful indicator 
especially for the economies which are running into huge revenue 
account deficit. As fiscal deficit only tells us the overall borrowing 
requirement, it is revenue account that tells us as to how much of it 
goes into financing consumption expenditure. Thus, the fact that 
revenue deficit measure suffers from various limitations does not 
prove its futility. Revenue deficit measure along with other concepts 
of deficits are employed to guage the fiscal health of the economy and 
that all such measures are supplementary rather than substitutes 
for the fiscal deficit measure because fiscal deficit measure itself is 
subject to various limitation. 
Limitation of fiscal deficit measure 
This measure of deficit is employed to measure the monetary 
expansion as a result of public sector budget. The implicit 
assumption is that deficit financing is expansionary while taxes are 
not. Reason behind this may be the belief that public investment 
financed by the tax reduces the demand by exactly the same amount 
which has been collected by the government as tax revenue. 
Therefore the expansion and contraction of demand will neutralise 
each other while there will be only expansion if investment is 
financed either through monetisation or savings. But it is not true 
because the value of balanced budget multiplier is not zero. The tax 
will reduce the demand only to the extent of payment multiplied by 
marginal propensity to consume of the tax payers while when it will 
be spent by the government in the first place the entire amount is 
spent and in subsequent rounds recipients of this income will spend 
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it in accordance with their marginal propensity to consume. 
Therefore balanced budget multiplier is 'one' not 'zero'. Similarly 
foreign grants won't have any deflationary impact i.e. negative impact 
on domestic demand. By the same logic expenditure abroad will have 
no expansionary impact on domestic demand. Thus how a given 
amount of deficit is financed is also significant to get a full view of 
the problem. Fiscal deficit alone may not be sufficient. 
Another limitation of fiscal deficit is its efficacy as target 
variable as it is endogenous variable. It varies with level of national 
income, which also determines revenue under a given tax structure. 
Therefore, it is not fully under the control of the government. It 
becomes difficult to devise a policy to bring about calculated changes 
in fiscal deficit. No doubt it can be controlled through revenue 
enhancing and expenditure reducing measure, but the relationship 
is not the one way. If too large a cut in deficit is attempted it may 
result in decline in income as well which in turn will reduce revenue. 
Fiscal deficit is the result of the interplay of so many forces that 
proper magnitude of fiscal adjustment is difficult to anticipate. This 
is probably the reason that through out the decade of 1990 there 
have been consistent efforts in India to bring down the fiscal deficit 
to a fixed target but such efforts could not succeed. Therefore it can 
be said that fiscal deficit measure may not be useful to guage many 
things unless we know as to how the deficit is financed. Different 
measures of finance affect macro variables differently. Hence, the 
impact of a given volume of deficit will depend upon the composition 
of its financing and therefore can not be easily worked out. 
Besides financing instruments and their respective effects on 
sustainability of deficit or on other macro economic variables, there 
is another problem that needs to be addressed and that is the 
adjustment of deficit for cyclical fluctuations. These adjustments are 
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required to reach the real deficit figure in a normal case and to what 
extent it is responding to fiscal measure of the government. Therefore 
it is well accepted fact that unadjusted balance of public sector's 
financial operations is unreliable indicator of fiscal policy stance. The 
instability may be on account of endogeneity of deficit with respect to 
ups and downs of economic activity. Both revenue as well as 
expenditure are sensitive to business cycle. Therefore IMF's cyclically 
adjusted deficit is one such measure. ^ ^ Adjustments are necessary 
for inflation also. Unadjusted deficit fails to take account of the effect 
of inflation in eroding the real value of government's net financial 
liabilities. It is for this reason that OECD publishes indicator of 
deficit adjusted for inflation and business cycle. Latter may not be of 
much significance for the developing countries like India as these 
countries do not go through the business cycle swings the way the 
developed countries do. Even so adjusted measures were found to be 
inadequate. Buiter (1985) argued that a proper measure of the deficit 
should take into account all changes in the pubic sector's net worth, 
from whatever sources, and proposed that national and international 
authorities prepare comprehensive balance sheet of public sector's 
assets and liabilities. ^ ^ This implies that the scope of public sector to 
be widened to include public enterprises as well. Mackenzie (1993) 
however cautioned against such 'ultra rational model' which in his 
conclusion results in rising of long term interest rates because of the 
unexpected announcement of a future increase in government 
expenditure. Increased interest rates will depress current investment 
and aggregate output. ^ ^ 
Considerable amount of deficit may turn out on account of 
interest paid on debt as a result of past deficits rather than current 
behaviour. In such situation if interest payments are excluded it 
yields the figure known as primary deficit. It is primary deficit that 
determine whether current fiscal measures are improving the 
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situation or worsening it. It is the primary deficit t ha t is responsible 
for the growth of public debt as it ha s to be financed through 
borrowing. If borrowing increases faster than GDP, debt-GDP ratio 
will rise. Thus primary deficit measure will have to be employed to 
supplement fiscal deficit in order to guage the contribution of fiscal 
deficit to public debt. 
Yet another controversial issue that has to be settled is how to 
treat a r rears . Payments of arrears are on account of pas t 
commitments therefore to that extent the rise in expendi ture may be 
temporary and may not be reflective of government 's cur ren t policy 
s tance. Similarly some payments tha t might become due bu t may be 
deffered i.e. unpa id interest on debt. This becomes possible if debts 
are rescheduled which is normal practice in case of external debt. In 
such si tuation it h a s to be specified in a measure of fiscal deficit 
whether unpa id interest on external debt are being registered or not. 
Still another area which has been debated in the l i terature on 
fiscal deficit is the receipts acquired through diluting the asse ts or 
when the reduction in receipt is on account of tax amnes ty , (which 
may be introduced as once and for all measure) or the freeze in 
wages below their long term economic equilibrium. These measures 
are said to affect the fiscal deficit in the shor t - run, p e r m a n e n t effect 
on fiscal deficit may not be expected. Thus Tanzi r emarks 
"For this reason, [short term 
adjustment measures] in some cases it 
would be desirable to present a 
measure of the fiscal deficit that would 
remove the impact of such short term 
measures. This adjustment would give 
an underlying or core deficit that would 
better reflect the fiscal situation of the 
country over the longer run. Such a 
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correction would be desirable, although 
in many cases it might be difficult to do 
in practice".'7 
The inability of fiscal deficit measure and other relevant 
indicators discussed above to capture the full vievi^  of unhealthy 
trend in Indian economy has been mentioned by Rakshit. He 
suggested it appears from the usual indicator's movements that 
there is no deterioration in the fiscal health of the economy during 
1990s.IS Following factors may be mentioned. 
(1) Public debt-GDP ratio did not show any rising trend, except 
during the later part of the period. 
(2) Fiscal deficit as a ratio of GDP also registered a declining trend 
in the earlier period, but rose in the later part. 
(3) Growth rate of the economy exceeded the interest rate on 
government borrowing (a crucial condition for debt 
sustainability). 
The disturbing trend is the slippage in the later part of the 
period but that may be attributed to the transitory rise in 
expenditure on account of the payments of arrears on the award of 
fifth pay commission. A greater disturbing trend that could not be 
noticed is the rise in non RBI held public debt (RBI's holding of 
public debt is of no significance in Rakshit's scheme). Therefore the 
deteriorating fiscal health can not be measured through fiscal deficit. 
It is for this reason that he emphasized the measure he called "fiscal 
gap" which measures the yearly increase in government debt to the 
rest of the economy plus reduction in its financial assets. Fiscal gap 
can be measured as under; 
Fiscal gap = Incremental financial liability (IFL) - monetised deficit. 
(where incremental financial liability is equal to capital disbursement 
+ revenue deficit). 
61 
One weakness that appears in this measure is that it 
presumes the deficit on revenue account. Though identity of IFL 
appears to be no different from that of fiscal deficit but Rakshit 
further qualifies it by following statement in the foot note. 
"IFL is nothing but fiscal deficit plus 
non debt creating capital receipt". 
But even this clarification may not be sufficient as foreign 
grants may also be non debt creating capital receipt while Rakshit 
seeks to include such receipts which are responsible for reduction in 
future income which basically means receipts through sale of assets. 
Thus it is clear from above discussion that there is no unique 
measure of deficit satisfactory to everybody and for every purpose. 
Each could be justified for some use and none is useful for all uses. 
Effects of deficit 
Deficit in itself is not the disease. It is symptom through which 
the disease is manifested. Deficit is the result of the excess of 
expenditure over revenue. Thus the disease becomes manifest i.e. the 
economy is overspending. The composition of expenditure and 
revenue throw the light further on the seriousness or otherwise of 
the problem. If the over expenditure is on account of creating assets 
that would enhance future revenue then the problem may not be 
that serious (even though this can not be taken for granted). But if 
expenditure on asset creation is of insignificant magnitude the 
problem is likely to be aggravated. 
Deficit is occurred when revenue (receipts from all the taxes 
and non tax sources) falls short of expenditure and the scope of 
raising additional revenue through enhancing tax rates, introducing 
new taxes or bringing additional people into tax net does not exist or 
may not be politically expedient. The only course left then is to 
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borrow (domestically or internationally) or create new money to 
finance the excess expenditure. 
Effects of deficit would depend upon the option which has been 
exercised i.e. borrowing (internal/external) or monetisation (creating 
new money). Normally a mix of two is adopted. Borrowing or debt 
finance too is normally a mix of internal and external credit. But the 
later has declined significantly in recent times. Countries are sticking 
largely to domestic sources of finance as external credit is no longer 
as cheap as it used to be till early 1980s. But while examining the 
effects of deficits the external debt should also be taken note of. Thus 
the nature of debt whether it is held internally or externally is also 
important. So are important various instruments of financing of 
internal debt. Therefore the effects of debt may be classified into two 
categories, one that result from monetisation and the other one that 
result from borrowing (public debt). Though as we shall see later that 
these effects may not remain confined to the separate water tight 
compartments and considerable amount of cause-effect overlapping 
may be noticed. 
Effects under monetisation: 
Creating new currency, as has been mentioned is one of the 
methods through which deficit is financed. By issuing currency 
government is able to claim real resources leaving money in the 
hands of the people in excess of available goods and services. Besides 
the sum of currency holding by the public and banks is called the 
base money or the reserves which contribute to further monetary 
expansion through credit creation (deposit creation). The most liquid 
form of money is equal to currency held by public plus demand 
deposits. Commercial banks create the demand deposits out of the 
existing one subject to the maintenance of mandatory cash reserve 
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ratio to the deposits. Therefore in order to create deposit issuance of 
extra currency in circulation is not required. The process of creating 
additional deposits is called credit creation and cash reserve ratio is 
one of various instruments in the hands of central bank through 
which credit creation can be checked. 
Issuing new currency to finance deficit leads to addition to 
reserves, which is the part of high powered money. Though simple 
money does not include reserves but enhancement of reserves 
enables the commercial banks to create new deposits which is part of 
money. Thus these reserves or the base money becomes the basis for 
monetary transactions carried out with cash, various types of 
accounts and other types of monetary assets. 
Some increase in money supply may be accommodated 
because in a growing economy demand for monetary assets keep on-
growing which may allow the government to expand the money base. 
But the rate of new money creation exceeding the growth in demand 
for money will result in inflation as there will be greater claim for real 
resources (goods and services) supply of which will be inadequate. In 
countries where currency is freely convertible into foreign exchange 
people will exchange domestic currency for foreign exchange, which 
may depreciate the domestic currency and make domestic goods 
cheaper for foreigners exerting further pressure of demand on real 
resources which are already short and ultimately more pressure on 
domestic prices. Depreciated currency together with high prices may 
eventually restrict the foreign trade also as quantum of export in 
physical term will be much more higher than the foreign exchange 
earned through the relatively low preference for domestic currency by 
its own people. 
The net result is that people will be facing the situation known 
as 'inflation tax' as the real value of their money holding will be 
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falling. The banks will also be subjected to this inflation tax. Since 
the banks hold reserves against deposits the real value of these 
deposits will be falling and the banks will try to pass this loss on to 
the depositors by lowering the interest on their deposits. 
It is followed from the above discussion that government's 
ability to claim resources in return for issuing currency is limited by 
the demand for real money balances. This demand will decline as the 
inflation will reduce the value of money balance. Thus money 
creation process will be checked by the inflations and as a result non 
preference of the people for the money balance will decline. The 
alternative form of asset like real estate may be lucrative in the 
circumstance as its prices will probably rise alongwith the general 
price level. Besides, reduction in interest rates will act as disincentive 
for holding monetary assets. Net result of increase in price and 
reduction in interest rates will be the people preferring alternatives to 
monetary assets i.e. real estate. Price of real resources will be 
shooting up and thus offering a better alternative to keep one's 
savings. However, one positive effect of reduction in rate of interest 
will be in the form of reduced burden of debt servicing where debts 
are contracted on floating interest rate or on such debts which get 
matured quickly and recycled. 
Inflation, it may be called, is a fiscal phenomenon. Though 
causative factor is the increased money supply but supply of money 
is increased by government in order to finance part of deficit through 
monetisation. Thus it is extremely difficult to control inflation 
without lowering the deficit. World Development Report remarks 
"Excessive reliance on money creation 
is particularly risky if inflation itself 
worsens the deficit, because 
expenditure keeps pace with rising 
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prices while revenue do not. This 
means that still more money creation 
becomes necessary further worsening 
the inflationary spiral". ^ ^ 
One way to counter inflationary pressure in such circumstance 
is to raise the cash reserve ratio (CRR). Commercial banks (as 
statutory requirement) have to keep a certain proportion of their 
deposits in the form of money balances. Thus increase in CRR 
although expends the money base but not the supply of money. 
The combined effect of inflation, declining interest rates and 
increase in cash reserve ratio will be adverse on saving and 
investment in the economy. Though lower interest rates must 
encourage investment demand in the economy but the same 
discourage savings as well. People, as has been mentioned earlier, 
prefers other alternatives to money balances in view of the rise in 
general price level and inadequacy of interest rate to act as offsetting 
variable may make financial intermediation a bit difficult. This 
together with the fact that investable funds with the banks are 
squeezed as a result of increase in cash reserve ratio will retard the 
growth of investment and therefore the general economic slow down. 
This will result in low revenue for the government and hence further 
deficit. If earlier deficit was on account of capital expenditure of the 
government than the revenue loss of the government may be 
compensated with the increase in some non tax receipts, but this too 
will depend upon the efficiency of public investment expenditure 
which are normally not as efficient as private investment in terms of 
the returns over them. But if the deficit was partly because of the 
deficit on revenue account then situation will worsen rapidly. 
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Effects under debt financing 
So long as debts are not externally held it may be argued that 
debt does not entail any net liability for the economy. The reason is 
the financial assets in the hands of the rest of the economy are equal 
to the net debt liability of the economy. Similar view can be taken 
regarding the interest payment regardless of its magnitude as it 
represents the transfer of resources from one sector to another 
within the economy and the community's command over goods and 
services, either for consumption or investment, remains unchanged. 
But this is purely an accounting approach and such transfers are 
non neutral in their effects on macro variables in the economy. 
Buchanan (1986) observes "this conception of national debt contains 
a fundamental flaw in its failure to translate opportunity cost or 
burden from aggregative components into something that is 
meaningful to individual members". He later remarks The core of the 
fallacy lies in equating the community as a unit, in some aggregated 
national accounting sense, with the individuals in the community, in 
some political sense as participants, direct or indirect, in collective 
decision making'. 20 In this connection first of all we have to see as to 
how does deficit contributes to growth of public debt? and how long 
debts are sustainable. 
The basic condition for the sustainability is widely believed to 
be one where rate of growth of economy is greater than the rate of 
interest. Under such condition economy will be generating sufficient 
income through which debt can be serviced and there will be no 
addition to it. But if this condition is not satisfied debt will go on 
increasing and consuming increasing portion of GDP in the form of 
debt servicing. This is the simple form of Domar's sustainability of 
debt condition which can be written as under, r > g. where r is real 
interest rate on government debt and g is rate of growth of real out 
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put. But Domar (1944) argued that this is not the sufficient condition 
as the debt - GDP ratio can still be rising if primary deficit are large. 
If r > g even a zero primary deficit will be insufficient to prevent the 
debt-GDP ratio from rising. Thus what becomes significant for the 
sustainability of debt is interest-output growth differential and the 
state of primary balances i.e. whether they are negative, zero or 
positive and their magnitude in other than zero case. 
Therefore the sustainability condition can be re-written as 
b ( r - g ) - z = 0 
where r and g represents the rate of interest and rate of growth 
of output as before 
b = debt/GDP ratio 
z = primary balance 
The Domar's stability condition holds if g > r, debt - GDP ratio 
is likely to be stable provided primary balance is either zero or 
positive. Thus even if growth in output exceeds the real interest 
rates, a large initial primary deficit may lead to rise in debt-GDP 
ratio. Meaning thereby the condition the r < g (r is less than or equal 
to g) would also require that the 'initial debt stock equals the present 
discounted value of primary surpluses in the future' (Lahiri and 
Kannan 2001). Otherwise government will have to barrow not only 
for financing primary deficit but also for paying a part of interest 
obligation. Which means instead of generating primary surplus 
government would be playing what is known as Ponzi game.20 But 
this may lead to the erosion of markets faith in the sustainability of 
fiscal stance. Therefore any assessment of debt sustainability require 
analysis of ownership pattern, market structure and investor's 
preferences. For example, retail investors are less speculative and 
tend to buy and hold securities till maturity. Institutional investors. 
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on the other hand, actively trade in debt and tend to reduce or in 
crease their holdings depending upon the current or the expected 
movements in the market condition. Thus a higher debt-GDP ratio 
with higher proportion of individual investors holding is more stable 
than a lower debt-GDP ratio with higher proportion of institutional 
holdings.21 
However, while discussing sustainability question it must be 
emphasized that sustainability per se may not be that important. 
What important is, the economic stability which gets effected 
through large public debt via a complicated set of relationship. 
Rangarajan, Jadhav and Basu observed 
"This is evident from the fact that debt 
financing of government deficits is 
deemed to be 'sustainable' when the 
resultant debt-GDP ratio is converging 
to an asymptotic upper bound and is 
considered explosive otherwise".22 
The large fiscal deficit and resultant debt is supposed to affect 
the growth and development, income distribution, balance of 
payment and intergenerational equity. The available theoretical 
analysis as well as empirical application with regard to developing 
countries are insufficient to say anything conclusively or to present 
widely believed notions. The theoretical or the empirical literature 
that has been produced for industrial countries does not help as the 
conditions vastly differ in developing countries. Rakshit, thus, 
comments; 
this literature is basically 
concerned with the problem in a 
developed capitalist economy and 
hence does not pay much attention to 
the consequences of large internally 
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held public debt in attaining a high 
rate of economic growth with an 
equitable distribution of income in a 
developing country like India".^^ 
Effects on growth and development: 
Large public debt that are accumulated over a period are the 
result of the excess of expenditure over revenue, as this deficit is 
largely financed through borrowing. Initially the public expenditure 
increase, in developing countries, to provide the economy with social 
and economic infrastructure and to invest in such other areas where 
private investment is not easily expected on account of inability of 
private sector to mobilise such a large amount of capital as is 
required for the task. Private sector also does not invest in the areas 
where profitability is low. Once the infrastructure has been provided 
by the public sector private sector can be expected to step in. 
Similarly social sector is one area where private sector does not play 
an effective role. In such circumstances if it is left to private sector, 
following problems are likely to result. Lopsided regional 
development and inefficient allocation of resources. Unless the public 
sector intervenes these problems may go on multiplying. Thus public 
sector undertakes the job and since required amount of capital is 
much more than the public sectors savings, the borrowing is 
resorted to. 
These developmental work that are mitiated by the government 
through borrowing must result in enlarged receipts in future in the 
form of non tax receipts from various investments that have been 
undertaken or in the form of enhanced tax revenue as the 
governments investment in infrastructure and human capital 
(education and health) should result in expanding productive 
capabilities of the economy. It is at this point that the government 
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normally misses the opportunity. Though the governments direct 
investments in infrastructure may not be expected a rate of return 
that private sector's investments bring, as the objective of those 
investments is not the immediate recovery of investments but to 
provide a necessary foundation to the economy. It is definitely the 
government's failure not to gear its tax machinery to insure larger 
amount of tax collections from the expanding economy. There is no 
denying the fact that till this stage of development debt financing 
played a crucial role. But mounting interest obligation and inability 
of government to reduce some unproductive consumption 
expenditure and raising the revenue result in cuts on investment 
expenditure. 
Since increasing portion of economy's savings are devoted to 
debt servicing private sector also starves of the investable funds. The 
result is the low investment, low income low revenue and further 
deficit together with growing unemployment. In developing countries 
potential deleterious impact of large domestic debt can also be 
explained with the following relationships among various factors. 
A high debt-GDP ratio means large interest payments which 
with limited scope for raising direct taxes, are likely to squeeze 
government's capital outlays. If government takes recourse to 
indirect taxes, (which is potentially more expedient) especially on 
intermediate goods, in order to ensure that the incidence is not 
passed over to the consumer, it will result in reduction in net value 
added. The ultimate result will be the lowering competitive efficiency 
with serious ramification for balance of payment also. The overall 
adverse effect will be on economic growth as the productive efficiency 
and saving ratio both are adversely affected and these two elements 
are crucial for determining the capital output ratio, which according 
to Harrod-Domar model is the key determinant of growth rate. 
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Effect on income distribution: 
As has been mentioned earlier that problem of debt arises 
partly because of the inability of the government to raise the tax-GDP 
ratio by bringing more people into the tax net as it is the private 
sector which is benefited most from the governments investment 
expenditure. In developing countries government invariably fails to 
activate its tax administration to raise the tax collection while 
economy is growing. It is evident from the stagnant or declining tax-
GDP ratio in most countries. The growth of public debt itself reflects 
the past failure of the tax machinery in the past to mobilise 
resources for financing development and other expenditures of the 
government. Besides in these countries direct taxes (which are 
progressive and have redistributive potentials) play relatively a minor 
role. 
The adverse distributional impact of public debt can be 
explained in terms of (a) highly skewed distribution of holding of 
pubic debt, (b) greater reliance on indirect taxes to finance interest 
payments and (c) a common practice of most of the governments to 
reduce food subsidy or effect a cut in rural employment generation 
and other development programme which are supposed to benefit the 
poors. 
Skewness of the public debt holding by the rich section of 
population means this class further stands to gain from public debt, 
this together with the inability of the government to raise the direct 
tax benefit the richer segment of the population at the cost of poors 
who get badly affected by the rising prices as a result of indirect 
taxes and shrinking of job opportunities for them as the government 
finds it easier to cut employment programme. One way to cut 
expenditure is to reduce subsidy normally on food or on fertilizers, 
the direct result of which will be on the rise in the price of food 
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squeezing poors further. Still another way to cut the expenditure is 
to reduce the allocation for social sector like education, health and 
other social security measures. Thus the deficit and as result the 
public debt becomes responsible for shrinking income or 
opportunities for poors while rich people stand to gain at the cost of 
poor population. While the fact remains that it is rich people who 
have been benefited most from various government measures which 
ultimately become responsible for the emergence and growth of 
public debt. 
Effect on balance of payment 
Debts are held internally or externally depending on the nature 
of requirement. Balance of payment problem means the increase in 
the requirement for foreign exchange in excess of export earning. 
Developing countries are dependent for many things that includes, 
inputs, technology and for many country the petroleum products, on 
import. In order to pay for them export earnings are normally not 
sufficient and if the gap still remains unfilled external borrowing is 
resorted to. The relationship in an open economy can be summarised 
through following equation. 
(Ip-Sp) + (Ig-Sg) = M - X 
where Ip = private sector investment 
Sp = private sector saving 
Ig = government sector investment 
Sp = government sector saving 
M = imports of goods and services 
X = export of goods and services 
We may recast the above equation to depict, through same 
letters, the ratios of the same variables to the gross domestic 
product. From the equation mentioned above it is difficult to suggest 
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that fiscal deficit causes the saving investment gap. Though it may 
be difficult to find that the investment saving gap in the government 
sector will raise excess demand in the domestic market and will 
generate inflationary pressure and enlarge the import-export gap. 
But the relationship may not be simple. 
Rakshit may have point in his judgment that 'fiscal deficit does 
not represent the investment-saving gap' and he may be right in his 
assertion that 
"..., it is not appropriate to focus on the 
fiscal deficit as the key policy 
parameter for solving the problem of 
inflation and the balance of 
payment". 2^^ 
But the deficit financing (regardless of the cause for such 
deficit) is expected to raise price as well as output. Both output and 
price, in turn will tend to widen the gap between import and export. 
An increase in income will result in increase in import and as 
domestic price goes up a decline in export is expected. Therefore the 
combined effect will be the widening of trade gap. This will result in 
externally held debt liabilities. A foreign debt usually requires an 
eventual trade surplus to earn the foreign exchange, so that the debt 
could be serviced. 
Trade surpluses can be achieved through a number of 
measures like 
(1) Restriction on imports through high tariff and imposing 
quota restrictions. 
(2) Tuning the exchange rate policy conducive to such 
surpluses. 
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(3) Reduction in the level of economic activity, which will 
compress the absolute level of imports. 
(4) Various kinds of incentives for export like export subsidy 
or tax concessions on export earnings. 
These measures have their own cost for the economy. If the 
first alternative is attempted the long term consequences may be 
serious. Especially when considerable amount of import constitute 
intermediate goods, capital goods or other raw materials necessary 
not only for production process but also for making the goods 
competitive in international market and thus raising export. So this 
measure has potentiality of slowing down of investment and growth 
of the economy. Resulting scenario may be recession and 
unemployment. 
If the adjustments sought to be done through exchange rate 
policy i.e. devaluation of currency, the presence of inflation would 
also require a continuous adjustments in order to see to it that 
devaluation is in real term otherwise inflation will neutralize the 
nominal devaluation and the intended purpose will not be achieved. 
But such policy also implies a higher domestic currency requirement 
for interest payments on the external debt and an additional burden 
on budget. In other words, a real devaluation followed by a policy of 
maintaining purchasing power parity results in an automatic 
increase of the external debt stock in domestic currency. 
Increasing export, then is definitely, a preferred alternative but 
achieving it through fiscal concessions like subsidy or tax rebates 
may put burden on budget and may result in the enlargement of 
fiscal deficit again repeating the process of higher government 
spending than receipts resulting in excess demand which in turn, 
results in inflation and output which eventually results in wider 
trade gap. 
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Nevertheless, we find movements in both directions i.e. from 
increased spending to balance of trade problem and balance of 
payments in turn can cause investment saving gap in the public 
sector. What happened with many developing countries during 1970s 
when cheap foreign loan was available and these countries never 
hesitated in going for that. Once the foreign liabilities have been 
created and they are reflected in the larger fiscal deficit and not the 
other way round. 
Effect on intergenerational equity 
It is argued that the interest that a country is currently paying 
and often finding it difficult to mobilise resources for that is on 
account of the loans the government contracted earlier in other 
words present generation is paying for what its forefathers did. 
Similarly the future generation will be paying for the borrowings the 
present generation undertook. Thus the process involves the 
deferment of evil as often debt are serviced by playing Ponzi game 
(fresh borrowing in order to repay). 
But this is not the complete picture. The borrowings that the 
past generation undertook were used to create infrastructure and 
augmenting productive capacity of the economy also. Thus the 
present generation not only inherited indebtedness but assets also. 
This has to be worked out if liabilities outweigh the income from the 
assets. On the face of it, it appears that present generation is unduly 
burdened with interest liabilities. So, much so that interest payment 
constitutes the considerable portion of the revenue budget. This 
leaves the government with little choice to maneuver the revenue 
expenditure in accordance with the choice and preference of present 
generation as magnitude of committed expenditure is quite large. 
And when borrowing is resorted to, to meet the part of revenue deficit 
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interest obligation for future generaSpn goes up . Therfetore by 
reducing saving the debt finance irnpairs^i;apital--ibr]tn^at The 
judicious mix of debt finance and tax finance should be in line with 
principle tha t the outlays which yield future benefits may be 
financed by debt as it would spread the cost across future generation 
which would enjoy the benefit from it. The rationale lies in the 
application of benefit taxation across generations. 
But how to adhere to this principle or conversely speaking how 
to avoid its abuse . Musgrave observed: 
"Debt finance is seen to make for 
excessive budgets, and does so 
precisely because voters do not act in 
line with the Recardian equivalence. 
Far from equating the present value of 
their future debt service with that of 
immediate tax finance, voters are taken 
to overlook future liabilities and to 
assume that debt financed public 
services come for free".25 
His a rgument therefore, is tha t all the cur ren t public 
expenditure should be tax financed and when it comes to capital 
expenditure which remain constant overtime, debt finance may be 
used as it would amoun t to each generation tax financing its own out 
lays while servicing the debts of earlier generation. But even this 
principle will not work as debt financing is also done in order to 
under take stabilisation programmes. 
Causative factors 
There is also a need to examine as to what motivates the 
countries to allow the growth of public debt knowing tha t it is likely 
to create serious difficulty like private investment crowding out. 
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inflation, and reduction in government's maneuverability through 
expenditure in revenue budget and the problem of sustainability of 
public debt itself. Debt is allowed to grow because debt may facilitate 
the creation of assets income from which more than offset interest 
expenditure. In such case debt can easily be serviced without any 
difficulty. But there are other factors too that are traditionally 
mentioned for public debt to occur, they are as follow: 
1. War Finance: 
Requirement for additional resources to finance war cause 
growth in debt as huge expenditure could not be met through 
current revenue even with increased taxation since this growth in 
expenditure is transitory in nature therefore, part of it can be 
financed through borrowing, mostly internal, as this is nothing but 
the tax deffered. United States 'public debt during civil war in 1860s 
and World war I and World war II, Britain's public debt during 
Napoleonic wars can be cited as best examples. 
2. Development Finance: 
Accumulation of debt on account of financing the development 
expenditure in developing countries especially during initial stages of 
their development can be justified as the amount of resources 
required to finance a 'big-push' are so large for which borrowing has 
to be resorted to. The areas in which the investment is required 
during initial days of development, and the magnitude of investable 
resources are so large that private investment is hardy expected to 
come by. Investment is particularly required for infrastructural 
development and generally on the items where profitability is low 
and gestation period is longer and therefore risk element is greater 
for private sector to undertake. The growth of debt on account of 
development expenditure posses no problem as long as the funds are 
invested efficiently which can be judged. If the expected rate of 
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returns on these projects are greater than future interest liabilities, 
the debt can be serviced easily. This reasoning has been advanced by 
the most developing countries including India. But in India, as we 
vi^ ill see later, funds were not used efficiently which resulted in 
accumulation of large public debt. 
3. Availability of Cheap Credit: 
Borrowing is justified on the ground of the availability of cheap 
credit. Most of the external borrowing by the developing countries 
during the decade of 1970s (especially the second half) was made for 
this reason. But when the cheap credit ceased to be available with 
the beginning of the 1980s these countries faced tremendous 
balance of payment crisis. Experience of Latin American countries 
can be mentioned here. By the end of 1984 five major Latin 
American countries' combined external debt aggregated to about 
$300 billion of which Brazil and Mexico alone accounted for nearly 
$100 billion each and Venezuela and Argentina another $90 billion a 
piece. Major part of this debt is accumulated between 1978 and 
1980. During this period real interest rates in dollar terms were even 
negatives.26 This could become possible because of the comfortable 
and uninterrupted follow of liquidity to the International commercial 
banks by the OPEC countries. By 1980 situation had taken a 'U' 
turn OPEC revenue have fallen and fiscal deficit of OECD countries 
have increased substantially resulting in substantial increase in 
dollar interest rates in real terms. This had resulted in worst ever 
debt crisis faced bj' these Latin American countries. 
India too had to approach IMF in the early 1980s to tide over 
its balance of payments crisis which resulted, in part from declining 
soft external loans. Therefore, the availability of cheap credit should 
not be considered to be the sufficient motivating factor for the 
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countries to allow the growth of public debt as continuance of cheap 
credit is not assured indefinitely. 
4. Financing Revenue Deficit: 
A disturbing trend has been witnessed for many developing 
countries where they are running into significant amount of revenue 
deficit. India is glaring example of it. Revenue deficit occurs because 
of uncontrolled growth in revenue expenditure, part of which is 
extremely unjustified. Normally there are two major factors for the 
revenue expenditure; they are interest payments and subsidies. 
Growth in interest payment together with slow growth in revenue 
receipts is the indicator that borrowing meant for development were 
not invested efficiently. So far as subsidy question is concerned it is 
supposed to be provided only on merit goods because market 
determined price of these goods/services results under consumption 
of these goods/services by a section of the population. Howsoever 
noble the motive might be, the subsidy gradually becomes a sensitive 
political issue where normally electoral considerations begin to 
dominate over economic considerations. Experience of developing 
countries indicate that it is very difficult to raise the tax level 
significantly at least in short or medium run. 
"There has been no experience 
among developing countries where 
tax ratio has been raised by 10 or 
even 20 percentage points of GDP in 
a matter of one or two decades, or 
by several percentage points in few 
years as has happened in industrial 
countries". 27 
Thus it appears from the discussion above that deficit and 
debt are the phenomena with a complex nature in every respect i.e. 
measurement, effects and causes. Therefore it may probably not be 
the case to have a unifocal approach for the reduction of fiscal 
deficit. The next chapter discusses the emergence of the problem on 
such front for the Indian economy. 
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GENESIS OF FISCAL 
CRISES IN INDIA 
GENESIS OF FISCAL CRISES IN INDIA 
Present chapter seeks to trace the genesis of the fiscal crises 
into which Indian economy plunged in 1991. Purpose is to find if the 
crises were the logical outcome of the fiscal policy pursued during 
1980s. It is also to be looked into if fiscal deficit per se was 
responsible for the crises and also as to what caused fiscal deficit to 
reach as high as about 10 percent of Gross Domestic Product in 
1990-91. 
For the purpose in hand the most relevant period is the decade 
of 1980s. Not only is it relevant for the deficit which grew steadily 
during this period but otherwise too the period represents significant 
turning points in the trends for various macroeconomic variables 
relevant for the study of deficit and debt. Budgetary deficit, oi the 
Central government in the year 1980-81 was Rs. 2576 crores as 
against Rs. 962 crores the annual average of the same for the period 
1975-80. For the study of deficit during 1980s and three decades 
prior to it few things are worth mentioning. 
Table 4.1 represents the trend of budgetary deficit for the 
decade of 1980s and three decades prior to that (annual average 
taken quinquinnially). 
Budgetary deficit^ grew sharply during 1955-60 when the 
managers of the economy decided to go in for deficit financing of the 
second Five YPPT Plan in an effort to provide 'big push''^ to the 
economy, but came down after 1960. It grew faster again during 
1965-70. This was the period when economy was struggling to get 
out of the consequences of the droughts of 1965 and 1966 coupled 
with the war with Pakistan in 1965. Decade oi 1970s was not 
particularly good for the economy as the economy faced 1 '^ oil shock 
in 1973, some political instability, towards the close of the decade, a 
drought in 1979 followed by second oil shock. Therefore the deficit 
kept on rising. But in the year 1980-81 there was a huge leap in 
deficit, came down in following year, remained almost stable till 
1984-85 when it took a big jump again as it had increased by more 
than double. Then in 1989-90 it again increased by almost double. 
Thus the behaviour of budgetary deficit clearly shows a distinct trend 
during 1980s. 
Table 4.1 
Budgetary Deficits of the Centre 
Rs. In crores 
Annual Average 
1951-55 
1955-60 
1960-65 
1965-70 
1970-75 
1975-80 
Annual 
1980-81 
1981-82 
1982-83 
1983-84 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
DeHcit 
59 
248 
87 
196 
544 
962 
2576 
1392 
1655 
3745 
4937 
8261 
5816 
5642 
10592 
Source: Government of India - Economic Survey 1990-91, Ministry 
of Finance - India Economic Statistics, Public Finance, 1990. 
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During the period before 1980 all the major crises were the 
result of supply failure. For example drought of 1965 and 1966 badly 
affected the food supply which had to be made up by import of food. 
Diversion of foreign exchange resulted in slowing down of investment 
in industries. On account of heavy dependence of the economy on 
agriculture not only for food but also for effective demand, the 
economy was hit badly. Wars with China and Pakistan also resulted 
in diversion of resources from production to defence also affected 
economy adversely. It was only due to timely occurrence of 'green 
revolution' that situation could be salvaged. The second crises the 
economy faced was during early 1970s when, besides, two successive 
bad crops the oil crises of 1973 also destabilised the economy. 
Inflation which could be contained during l^t crises on account of 
green revolution and industrial recession, could not be contained 
this time and soared to as high as 20 percent. The causative factors 
were food and oil prices. Third crises which occurred towards the 
close of 1970s were the result of bad agriculture year (1979-80) and 
the second oil crises. But in all such crises fiscal situation of the 
country did not go out of hand. 
In contrast no major supply crises were experienced during 
1980s. Economy at an average grew at 5.1 percent an year which is 
higher than the average growth rate for the period 1950-90. In fact it 
was higher than the average growth rate for any decade prior to that 
o( 1980s (Table 4.2). 
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Table 4.2 
GDP and per Capita National Income at 1980-81 price (Average 
Annual Compared Growth Rate, Percent) 
GDP 
Primary 
Secondary 
Transport, 
Communication 
and Trade 
Banking, 
Insurance. 
Dwellings & 
business services 
Pub. Adm. & 
other services 
Per capita NNP 
1950-
60 
3.6 
2.7 
6.0 
5.1 
3.0 
3.5 
1.6 
1960-
70 
3.2 
01.6 
5.4 
4.6 
3.1 
5.1 
0.8 
1970-
80 
3.4 
1.8 
4.6 
5.2 
4.4 
3.6 
1.1 
1980-
90 
5.1 
3.0 
6.3 
6.3 
6.8 
6.0 
2.8 
1950-
80 
3.5 
2.2 
5.4 
5.0 
3.4 
4.4 
1.2 
1950-
90 
3.1 
2.4 
5.2 
5.1 
3.9 
4.6 
1.4 
Source: Government of India, Economic Survey 1990-91. 
Growth of secondary and service sector was specially 
impressive. However agriculture too did not do badly. The overall 
average for the primary sector as a whole was 3 per cent which was 
also the highest for any decade thus far. 
Even the most severe drought of 1987 could affect the 
economy only marginally (Table 4.3) suggests that in the year 
1987-88 food crops production came down in terms of index number 
from 116.9 to 113.5 while for all crops it had registered a marginal 
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Table 4 .3 
Index Numbers of Area, Production and Yield of Foodgrains, Non-
Foodgrains and All Crops in India 
Year Foodgrains 
A Pr Y 
Base: Trienn: 
Weights 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
97.9 
96.6 
93.9 
99.6 
95.3 
100.8 
97.8 
100.3 
101.5 
98.5 
99.8 
101.7 
98.6 
103.4 
99.8 
100.9 
100.2 
94.3 
100.6 
99.9 
100.7 
62.92 
87.9 
86.1 
79.1 
85.3 
81.0 
98.8 
89.6 
103.0 
107.0 
87.5 
104.9 
107.6 
103.7 
122.8 
117.5 
123.4 
116.9 
113.5 
138.1 
139.1 
143.7 
93.2 
91.3 
85.8 
89.0 
87.0 
99.7 
92.4 
103.2 
105.7 
88.7 
105.1 
105.9 
104.9 
117.8 
115.5 
120.6 
114.9 
117.2 
134.2 
135.5 
137.8 
Non-Foodgrains 
A 
um Enc 
91.1 
93.3 
87.9 
93.7 
93.2 
95.4 
94.1 
99.8 
102.0 
96.6 
99.4 
104.1 
101.8 
104.4 
103.4 
104.2 
100.7 
101.7 
112.8 
115.8 
120.0 
Pr Y 
All Crops 
A Pr Y 
ing 1981-82 = 100 
37.08 
82.6 
83.7 
76.6 
88.6 
89.2 
91.9 
88.8 
99.4 
101.6 
90.8 
97.4 
111.8 
106.6 
111.5 
118.6 
113.0 
112.5 
118.3 
143.2 
149.7 
156.3 
91.4 
92.2 
86.3 
94.7 
94.0 
97.7 
94.3 
99.0 
101.8 
93.9 
99.2 
106.4 
101.3 
105.7 
113.6 
108.3 
108.3 
110.2 
124.8 
126.7 
128.0 
96.3 
95.7 
92.5 
98.2 
94.8 
99.5 
96.9 
100.1 
101.6 
98.1 
99.7 
102.2 
99.3 
103.6 
100.6 
101.6 
100.3 
96.0 
103.4 
103.5 
105.2 
100.0 
85.9 
85.2 
78.2 
86.5 
84.0 
96.2 
89.3 
101.6 
105.0 
88.7 
102.1 
109.2 
104.8 
118.6 
117.9 
119.5 
115.2 
115.3 
140.0 
143.3 
148.4 
92.6 
91.6 
86.0 
91.1 
89.6 
99.0 
93.1 
101.6 
104.2 
90.6 
102.9 
106.1 
103.6 
112.2 
114.8 
116.0 
112.4 
114.4 
130.5 
131.9 
133.8 
A = Area 
Pr = Production 
Y = Yield 
E = Estimated 
Source: Reserve Bank of India: Handbook of Statistics on Indian Economy, 2001. 
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increase from 112.4 to 114.4. The decline in food ou tpu t can only 
partially be at tr ibuted to the drought because the area under its 
cultivation too declined from 100.2 in 1986-87 to 94 .3 in 1987-88. 
such decline in area did not occur in case of nonfood crop as it 
increased from 100.7 in 1986-87 to 101.7 in 1987-88. Area under 
non food crop is generally the one where alternative sources of 
irrigation are there. These crops normally represent cash crops. If we 
compare this with the effects of 1979 drought we find that the 
decline of food as well as non food crop was quite sharp . The 
production of food crop in terms of index n u m b e r declined from 
107.0 in 1978-79 to 87.5 in 1979-80. Decline in non food crop was,, 
from 102.0 into to 96.6 over the same period. 
Thus on the production front India did quite well dur ing 1980s 
as compared to three earlier decades when a bad monsoon used to 
pu t the entire economy into discomfort. Another noticeable change 
tha t can be observed was the changing na tu r e of inflation. 
Traditionally increase or decrease in inflation rate , to a great 
measure , was linked to the growth rate of agriculture. A good 
agriculture year used to either stablise the rate of inflation or lower it 
while a bad year used to do otherwise. But in 1980s inflation 
remained steady despite the fact that agriculture did exceedingly 
well. Inflation on the other hand accelerated and reached 11 percent 
in 1987-88 when agricultural out put declined. This shows that the 
relationship between agricultural sector performance and the 
inflation was still there bu t there also emerged some other 
explanatory variables for the observed non reversibility of price rise 
dur ing 1980s. 
Thus the decade of 1980s is distinct from earlier decades. 
Typical feature of this decade was the steady growth of the economy 
(with highest rate of growth attained so far) with no major supply 
shock in any of the year but rising budgetary deficit and debt 
burden. This appears to be paradoxical si tuation. Search for 
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explanation for this paradox leads one to find reasons as to how the 
best decade so far in terms of economic growth and also reasonable 
rate of inflation (if compared with other countries) ended in a 
turmoil. Table 4.4 represents the international comparisons. 
Table 4.4 
Inflation in Selected Developing Countries 
Countries 
Bangladesh 
Nigeria 
India 
Sri Lanka 
Indonesia 
Egypt, Arab Rep. 
Philippines 
Peru 
Turkey 
Chile 
Mexico 
Argentina 
Brazil 
China 
Pakistan 
Indonesia 
Thailand 
Malaysia 
Korea Rep. 
Hong Kong 
Singapore 
Average Annual Inflation Rate 
(percent) 
1965-80 
14.8 
14.7 
7.5 
9.5 
35.5 
6.4 
11.7 
20.6 
20.8 
129.9 
13.0 
78.3 
31.3 
-0.4 
10.3 
35.5 
6.2 
4.9 
18.4 
8.1 
5.1 
1980-89 
10.6 
14.2 
7.7 
10.9 
8.3 
11.0 
14.8 
160.3 
41.4 
20.5 
72.7 
334.8 
227.8 
5.8 
6.7 
8.3 
3.2 
1.5 
5.0 
7.1 
1.5 
Source: World Bank - World Development Report -1991 
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External Imbalances: 
The immediate cause of 1991 crises were the declining foreign 
exchange reserves and balance of payment difficulties. The current 
account deficit increased from $6837 million in 1989-90 to $9680 
million in 1990-91, an increase of 41.58 percent within a year (Table 
4.5). This was the combined effect of rising price of oil on account of 
Gulf War, declining remittances from NRIs and withdrawal of foreign 
exchange deposits by NRIs party due to the gulf crises and partly due 
to political instability and communal and social tensions^ which 
fuelled the speculations that situation would be worsening further. 
Foreign exchange reserves began to decline from September 1990. 
They declined from a level of $3.11 billion at the end of August 1990 
to $ 896 million on January 16, 1991.'' To get out of the situation 
India had to approach IMF and thereby commit itself to structural 
adjustment program. 
Table 4.5 
Current Account Deficit of India 
Year 
1960-61 
1970-71 
1980-81 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
Current Account Deficit 
(US $ Million) 
824.4 
593.8 
2094.9 
2399.3 
4844.6 
4562.5 
4853.2 
7188.4 
9833.0 
9680.0 
Source: Government of India: Economic Survey 1990-91 and 1993-94. 
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The foreign exchange crises were not sudden as the 
developments during 1980s had prepared the ground where any 
additional adverse development could have produced the crises 
situation. Large fiscal deficit during 1980s had contributed to large 
current account deficits which were financed through official foreign 
borrowing. Throughout the planning period India had faced the 
deficit on balance of trade except two years when it was surplus by a 
small magnitude; these years were 1972-73 and 1976-77. Thus the 
trade deficit used to be financed through capital inflows. Seventies 
had witnessed a large remittance from NRIs which resulted in 
temporary foreign exchange surplus. But the 1979 oil shock was 
sufficient to neutralize the effects of such remittances and hike in 
domestic oil production. This resulted in massive borrowing from 
IMF to the tune of $3.9 billion.5 Thus foreign exchange reserves have 
been maintained at certain level till 1979-80 and declined thereafter 
continuously (Table 4.6). 
Together with the increase in oil price as well as the quantum 
of import another development during 1980s was a beginning of 
liberalisation though at a low scale as compared to the liberalisation 
of 1991. Liberalisation in 1980s, consisted of tariff reduction and the 
reduction, of coverage of the items subjected to quantity restriction 
shows foreign exchange - import ratio declined from 0.9 in 1977-78 
to 0.3 in 1981-82. This was due to the rise in the oil prices in 1979 
and also because of the utilisation of foreign exchange to support the 
plan during late 1970s. During first half of the 1980s the ratio 
improved a bit on account of IMF loan, remittances from NRI and the 
discovery of Bombay High which allowed the country to reduce its 
import of Petroleum product. During second half of 1980s reserves 
started depleting. The reasons might be the increase in consumption 
of oil while growth in domestic production of oil saturated, and the 
faster growth of import as a result of liberalisation. It appears that 
import intensity of production, consumption and exports have gone 
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up since import liberalisation. However, World Bank analysis denies 
any adverse impact of this on balance of trade.^ 
Table 4.6 
Foreign Exchange Reserves 
Year 
1950-51 
196-61 
1965-65 
1970-71 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1990-91 
Gold 
(Rs. 
Crores) 
118 
118 
116 
183 
183 
188 
193 
220 
225 
226 
226 
226 
226 
242 
274 
274 
274 
274 
6828* 
SDR 
(million) 
-
-
-
149 
203 
187 
162 
365 
529 
491 
425 
270 
216 
147 
115 
139 
70 
80 
76 
Foreign 
Exchange 
Rs. Crores 
911 
186 
182 
438 
1492 
2863 
4500 
5220 
5164 
4822 
3355 
4265 
5498 
6817 J 
7384 
7645 
7287 
6605 
4388 
Foreign 
exchange as % 
of Previous 
years import 
1.48 
0.19 
0.13 
0.28 
0.33 
0.54 
0.89 
0.87 
0.76 
0.53 
0.27 
0.31 
0.38 
0.43 
0.43 
0.39 
0.36 
0.30 
0.12 
* Revalued with effect from October 1990. 
Source: Government of India: Economic Survey, 1990-91. 
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Table 4.7 
Exchange rate of Rupee and Growth Rate of Export and Imports 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
Rupee/$* 
7.19 
8.97 
9.67 
10.34 
11.89 
12.24 
12.78 
12.97 
14.48 
16.65 
17.94 
Growth rate (%) 
Export 
4.6 
16.3 
12.8 
11.0 
20.2 
-7.2 
14.3 
25.9 
29.1 
36.8 
17.5 
Import 
37.3 
8.4 
5.0 
8.2 
8.2 
14.7 
2.2 
10.7 
26.9 
25.4 
21.9 
Trade 
balance 
(Rs. Billion) 
-58.4 
-58.0 
-55.0 
-
-53.9 
-87.6 
-76.4 
-65.7 
-80.0 
-77.4 
-106.4 
* Average of months 
Source: Government of India - Economic Survey 199-91 
Table 4.7 presents the exchange rate of rupee and growth rates 
of import and exports. It shows the continuous decline of rupee 
against US dollar throughout the decade. The rupee has been 
depreciated by 127 percent during the period 1980-81 to 1990-91. 
During the period between 1981-82 and 1991-92 domestic price level 
(whole sale price index) has increased by 82.7 percent.'' Thus there 
was depreciation in real exchange rate. Table 4.7 also shows import 
grew faster than export resulting in trade deficit increase from Rs. 
58.4 billion to Rs. 106.4 billion during the decade. A jump in trade 
deficit from Rs. 77.4 billion to Rs. 106.4 billion within the year 1990-
91 while import export growth differential was not that large may be 
explained by the loss of invisible earnings caused by Gulf crises. 
Therefore it can be concluded that the deficit in trade balance has 
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been the major source of foreign exchange reserves'depletion. Inspite 
of the depreciation of real exchange rate trade balance worsened 
towards the close of the decade. 
Fiscal Crises 
Various reform measures undertaken aimed at bringing about 
fiscal consolidation though the fiscal imbalance was not the 
immediate cause of 1991 crises but studies show that even without 
Gulf crises India would have headed for the same situation on 
account of its rising public debt which was unsustainable.^ This 
motivates one: to go a little deeper into the deficit and debt situation 
in the pre-reform period especially during the decade of 1980s. 
Fiscal crises is basically related to the growth of public sector. 
After World War II public sector grew faster than the other sectors in 
almost all the countries. Three reasons could be traced for this 
phenomenon: (1) Advent of Socialism (2) Predominance of Keynesian 
stabilisation ])olicies in capitalist as well as mixed economies (3) Rise 
of welfare stane. In India first is relevant. Though India was the mixed 
economy but larger responsibility was assigned to public sector. It 
was made known in the Industrial Policy Resolution of 1956 that 
public sector was to be taken to the commanding heights. Therefore 
India pursued the state dominated heavy industries based Nehruvian 
Mahalanobis strategy of protected industrialisation.^ This not only 
required the nigher rate of domestic saving and investment but also 
the greater share of pubic sector in total investment. These 
requirements were largely fulfilled as the gross capital formation has 
increased fro:Ti 11.0 percent of GDP in 1950-51 to 26.7 percent of 
GDP in 1990-91.1'^ The relative share of public sector in it rose 
94 
steadily from 25 percent in 1950-51 to 52.9 percent when it reached 
the maximurr before declining and was 44.3 percent in 1989-90.^^ 
The domestic savings rate also rose from around 10.4 percent of GDP 
in 1950-51 to 24.0 percent in 1990-91. However, the public sector's 
own savings performance has been quite poor. It has, throughout the 
plan period, been less than public investment. But this gap has been 
widened during 1980s. The relative share of public sector in gross 
domestic savings was about 20 percent in 1980-81 which declined to 
8 percent in 1989-90. So far as the financing of the plan is 
concerned only 37% of the six plan (1980-85) outlay was financed by 
the own resources against the targeted 46 percent. 2^ While for 
Seventh Five Year Plan (1985-86 to 1989-90) only 27 percent of the 
outlay could be financed from own resources against the target of 41 
percent. This shows the inadequacy of public sector to finance its 
expenditure through its own savings that is balance from current 
revenue plus the retained earnings of the pubic enterprises. Balance 
from current revenue, which is the difference between the revenue 
receipts and revenue expenditure, includes in revenue receipts the 
contributions coming from public sector understandings in the form 
of dividend. 
In the case of public enterprises 246 central government 
enterprises yielded only Rs. 413 crores in the form of dividend in 
1990-91 this is meager considering the total investment of Rs. 
113896 crores as on 31.03.91.^3 If we take out the contribution of oil 
companies the figure would turn out to be negligible. Therefore, it 
can be safely said that on the huge investment that India made in 
public enterprises the return has been very poor. The record of state 
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level enterprise is even worse. The departmental commercial 
undertakings of all States and Union Territories put together 
incurred a net loss of Rs. 1885 crores in 1990-91. Of the two major 
non departmental undertakings the State Electricity Boards reported 
a combined loss of Rs. 4169 crores while the State Road Transport 
Corporations combined loss was reported as Rs. 470 crore. Thus 
instead of generating surplus public enterprises are proving to be a 
major source of resource drain.i"* 
Thus poor performance of public sector undertakings in the 
form of poor returns on investment may be regarded as one of the 
major factors for fiscal deficit. Though public investment in many 
sectors are no :^ expected to yield the immediate return nor can they 
be compared \\'ith such returns on investments in private sector they 
should contribute towards the growth of revenue at least in the long 
run. The investments in social sector like health and education 
should enhance the over all productivity of the economy in the long 
run if mana§,ed judiciously. This enhanced productivity of the 
economy should bring about greater amount of tax revenue in future. 
But the investment in economic services should yield immediate 
return. It is in this area that India's performance has been dismal. 
The low return on public investment amounts to misuse of 
scarce resourc;es and generation of less than potential output which 
leads to slowing down of the growth rate and slow growth of revenue 
receipts. And the process goes on. Table 4.8 shows the capital stock 
and operating surplus of public enterprises. 
96 
Table 4.8 
Capital Stock and Operating Surplus of Public Enterprise 
(Rs. Billion) 
Depart^nental Enterprises 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
Ca])ital 
Stock 
500 
586 
698 
781 
907 
1088 
1196 
1331 
1529 
Operating surplus 
Amount 
-5.5 
-4.3 
-3.1 
-4.3 
-6.5 
0.1 
0.5 
2.1 
8.0 
% of 
Capital 
-1.1 
-0.7 
-0.4 
-0.6 
-0.7 
-
. 
0.2 
0.5 
Non Departmental 
Enterprises 
Capital 
stock 
548 
666 
795 
922 
1079 
1288 
1501 
1721 
1999 
Operating surplus 
Amount 
30 
50 
67 
76 
89 
102 
134 
143 
181 
% of 
Capital 
5.5 
7.5 
8.4 
8.2 
8.2 
7.9 
8.9 
8.3 
9.1 
(-) negligible 
Operating surplus includes, interest, rent and profit. 
Source: Central Statistical Organisation - National Accounts Statistics 1991. 
Government of India - Public Enterprise Survey 1991-92 
It can be found that government departmental enterprises have 
yielded a negative return during the period 1980-81 to 1984-85. In 
subsequent tv/o years the return was negligible as for a capital stock 
of the magnitude of Rs. 1088 billion and 1196 billion the return was 
merely Rs. 0... billion and Rs. 0.5 billion respectively. Situation had 
improved a hit thereafter as the return in 1988-89 was Rs. 8.0 
billion. But this too is not sufficient considering the huge amount of 
capital stock :o the tune of Rs. 1529 billion. The return is only 0.5 
percent of such capital. The major departmental commercial 
undertakings are railways, telecommunication, post and telegraph, 
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radio, television, irrigation projects etc. While railways radio and 
television earn positive return they are neutralised by the losses from 
post and telegraph and irrigation. Non departmental enterprises are 
performing relatively better as they are run on commercial basis: The 
operating surplus as a percentage of capital stock in such 
enterprises has been around 7-8%. The fixed capital stock of 
departmental and non departmental enterprises in 1988-89 was Rs. 
3528 billion while total operating surplus was only Rs. 189 billion, a 
mere 5%. 
Central governments enterprises performed relatively better 
than state enterprises. Table 4.9 reveals that at the aggregate level 
central enterprises are earning 4 percent profit on capital employed. 
The profitability had also improved in the period 1984-85 onwards. 
But the harsh fact is that about 90 percent of such profit in the last 
few years was earned by oil companies. 
Table 4.9 
Performance of Central Public Enterprise 
(Rs. Billion) 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Capital employed 
182 
219 
265 
299 
364 
430 
518 
556 
676 
844 
Net Profit 
-0.20 
0.45 
0.61 
0.24 
0.91 
1.17 
1.77 
2.06 
2.99 
3.78 
Net Profit 
(% of Capital) 
-1.1 
2.0 
2.3 
0.8 
2.5 
2.7 
3.4 
3.7 
4.4 
4.5 
Source; Government of India, Public Enterprises Survey, 1991-92. 
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State enterprise as a whole are a huge drain on government 
resources. Net losses of state's enterprises stood a t Rs. 1819 crores 
in 1989-90. The biggest loss making sectors are road and water 
transport , industries, dairy development, and power. 
The reasons commonly cited for such losses in public 
enterprises are underutilisation of capacity, overstaffing, inefficiency 
in the management on account of political interference/ 
appointments , inappropriate location, under pricing of final product. 
It is very difficult to suggest the respective influence of individual 
causes mentioned above. Under pricing is the explanation commonly 
advanced by the management as they are not independent to raise 
the price. 
Under pricing, or in other words subsidy may be justified only 
in case of merit goods and on such goods where upward revision may 
generate cascading effects. However, an increase in the price of 
public goods and services may not necessarily improve overall fiscal 
balance. An increase in railway fair and freight, price of electricity 
coal and oil would not only increase cost of investment bu t also 
government expenditure because revenue expenditure on account of 
increased salary and other cost will also go up . Besides it h a s the 
potentiality of raising the cost of private investment. 
The government proper which should be one of the sources to 
finance capital expenditure through its positive revenue balance, 
over the years became net dis-savcr. Deficit of Rs. 694 crores 
occurred in the revenue account of the central budget in 1979-80, 
increased to Rs. 2037 crore in the subsequent year, declined in 
1981-82 to Rs. 392 crores but thereafter it went on increasing at a 
considerable amount of pace (Table 4.10). 
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Table 4.10 
Revenue Deficit of Central Government 
(Rs. Crore) 
Year 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
Revenue Deficit 
694 
2037 
392 
1308 
2540 
4225 
5889 
7777 
9137 
10515 
11914 
18562 
Source: RBI Handbook of Statistics of Indian Economy, 2001. 
Thus in 1980s the problem that the country was facing was 
that not only for capital expenditure but also for the part of 
consumption expenditure the reliance was on borrowed funds. Such 
situation is normally developed in an economy, on account of three 
factors; 
1. When they commit to supply public goods and merit 
goods in excess of what their means permit. 
2. They fail to make their citizens pay for the public good. 
3. Their rate of return of public investments are 
substantially low. 
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All the three factors mentioned above contribute to the growth 
of public expenditure faster than the revenue. In India all the three 
seem to have worked in good measure. 
Growth of Public Expenditure 
Theoretically public expenditure is flexible as it is the 
discretion of the government to raise or lower the public expenditure. 
But in reality the flexibility is only for upward movement. Various 
theories of public expenditure seek to explain as to why pubic 
expenditure has tendency to grow and not the reverse of it.^^ 
Although stabilisation policy advocated by Keynes assumes both way 
flexibility as it advocates an increase in government spending (even 
through deficit financing) to combat recession and a cut in it if 
economy is going through an inflationary phase but in reality it is 
referred as the justification for greater government expenditure or for 
deficit financing. Monetarist too believe in such flexibility of 
government expenditure to regulate money supply, but practically it 
becomes difficult to reduce the expenditure once committed. 
Expenditure once committed creates various vested interest groups 
that make its roll back almost impossible especially in a democracy. 
It's not only the political class which proves to be a stumbling block 
for expenditure reduction but bureaucracy also develops such vested 
interest. In nutshell a cut in public expenditure is socially, politically 
and administratively the difficult to exercise. Table 4.11 depicts the 
long run behaviour of few industrial countries for public expenditure. 
One can easily read that public expenditure has only unidirectional 
change (upward) and that such growth has been much faster after 
1960 this was due to the rise of welfare state where state itself 
enlarges its scope of activities. The move was the capitalist's reply to 
socialist economics which were then on rise. 
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Table 4.11 
Share (Percent) of Government Spending in GNP/GDP in 
Selected Industrial Countries, (1880-1985) 
Country 
France 
Germany* 
Japan 
Sweden 
UK 
USA 
1880 
15 
10 
11 
6 
10 
8 
1929 
19 
31 
19 
8 
24 
10 
1960 
35 
32 
18 
31 
32 
28 
1985 
52 
47 
33 
65 
48 
37 
* Federal Republic of Germany for 1960 and 1985 
Source: World Bank - World Development Report 1988. 
India's long term expenditure behaviour has been presented in 
Table 4.12. It shows that final expenditure (consumption plus 
investment) grew much slower than transfers and financial 
investments (since the major item of transfers are subsidies and 
interest they are analysed separately later). Between consumption 
and investment it is consumption which grew faster. Investment plus 
financial investments and loans (column 2+5) increased from Rs. 1.5 
billion at the beginning of plan (1950-51) to Rs. 300 billion in 1989-
90 (Revised estimates). The share of expenditure for capital formation 
in total expenditure of the centre increased during the 1 '^ two 
decades but then it declined. The fall was sharp during 1980s. In 
1990-91 less than 30 percent of centre's total expenditure has been 
used for capital formation and major share of it in financial 
investments. In 1989-90 the Physical capital formation accounted for 
only 37 percent of centres aggregate physical and a financial capital 
formation. 
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Table 4.12 
Total Expenditure of the Central Government (Rs. Billion) 
Year 
1950-51 
1960-61 
1970-71 
1975-76 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Consumption 
expenditure 
(1) 
2.3 
4.3 
16.7 
34.5 
52 
61 
71 
81 
94 
112 
147 
166 
187 
209 
Investment 
expenditure 
(2) 
0.8 
3.1 
5.2 
12.2 
19 
26 
29 
34 
41 
46 
59 
60 
71 
81 
Current 
Transfers* 
(3) 
1.1 
4.3 
12.4 
30.2 
69 
77 
96 
114 
149 
183 
212 
254 
314 
283 
Capital 
Transfers 
(4) 
0.1 
0.7 
1.9 
5.4 
13 
15 
18 
23 
30 
38 
44 
55 
57 
67 
Financial 
Investment 
and loans 
(5) 
0.7 
5.7 
19.6 
38.3 
72 
75 
92 
107 
124 
152 
178 
169 
184 
219 
Total 
Expen-
diture 
(61 
5.0 
18.1 
55.8 
120.4 
225 
254 
305 
360 
439 
531 
640 
703 
814 
960 
* Includes subsidies, interest payments and other transfers. 
Source: Government of India - Economic Survey 1990-91, 1991 -92. 
Expenditure During 1980s 
It is the progressive acceleration of government expenditure 
during 1980s that may be held responsible for the growing fiscal 
deficit. In the early 1970s government expenditure was declining in 
real terms. ^ ^ It was only in the late 1970s when nominal expenditure 
growth accelerated to 13 percent per annum that real expenditure 
also started growing quite rapidly. After 1979 the nominal 
expenditure growth rate accelerated further to 18.6 percent. But by 
this time trend inflation rate had also risen. Therefore real 
expenditure growth remained stable. This accelerated growth of 
expenditure during 1980s made the revenue inadequate and the 
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result was borrowing. However the tax-GDP ratio^'^ rose from 6 
percent in 1950-51 to about 11 percent by 1970-71 and increased 
further to 17 percent in the 1980s.is The Long Term Fiscal Policy 
target of tax-GDP ratio of centre to rise from 7.8 percent of GDP to 
9.4 percent over a seventh plan period (1985-86 to 1989-90) was 
achieved. Infact the target was exceeded. 
Thus for the fiscal imbalances which emerged during 1980s, 
inadequacy of revenue can not be held responsible. The explanation 
for such imbalances lies in the pattern of expenditure during the 
same period. 
During 1980s revenue expenditure grew much faster than the 
capital expenditure Table 4.13 presents such break up between 
revenue and capital expenditure. Even for plan expenditure it is the 
revenue expenditure which grew faster as compared to the capital 
expenditure as is clear form Table 4.14. The problem with plan 
revenue expenditure in India's context is that after the plan period 
this burden is shifted to the general budget and becomes 
contributory factor to the growth of non plan revenue expenditure. 
Table 4.13 
Centre Government Expenditure (Rs. Billion) 
Year 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Revenue 
Expenditure 
222 
277 
339 
409 
462 
541 
642 
Capital 
Expenditure 
133 
159 
187 
221 
221 
250 
287 
Total 
355 
436 
526 
630 
683 
791 
929 
Source: Government of India - Expenditure Budget (1991-92) Vol. I. 
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Table 4.14 
Central Governments Plan Expenditure (Rs. Billion) 
Year 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Revenue 
46 
57 
69 
82 
99 
111 
121 
Capital 
94 
109 
129 
148 
143 
150 
163 
Total 
140 
166 
199 
230 
242 
262 
284 
Source: Government of India - Expenditure Budget 1991-92, Vol. I 
Besides the relatively faster growth of revenue expenditure 
during 1980s the major source of discomfort is in its composition as 
the items grew very fast were interest payment on public debt and 
subsidies. Table 4.15 shows the growth of these two items. 
Table 4.15 
Government Expenditure on Interest and Subsidy (AS % of GNP) 
Year 
1960-61 
1965-66 
1970-71 
1975-76 
1980-81 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Interest on Public 
Debt 
0.4 
0.7 
0.5 
0.7 
1.2 
2.4 
2.6 
3.0 
3.3 
3.5 
3.9 
Subsidies 
0.6 
0.8 
0.9 
1.6 
2.6 
3.8 
3.7 
3.8 
4.1 
4.0 
4.7 
Source: Central Statistical Organisation - National Accounts Statistics, 1990. 
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Interest Payments 
There was a very slow growth of interest liabilities in the first 
three decades of planning. In fact net interest liabilities of the centre 
were negative - earning more interest on the loans advanced by it 
than paying on its borrowings - till 1973 (Seshan 1987). It was after 
1973 that interest payment became positive and after 1979 it grew 
faster. Thus between the period 1980-81 and 1989-90 centre's 
interest payment on its debt increased from 1.2 percent of GNP to 
3.9 percent i.e. a more than three times. 
Interest depends on public debt and its borrowing 
ins t ruments . Net debt of centre (gross debt m i n u s capital outlay and 
loans to state governments and public enterprises) was insignificant 
till the beginning of 1980s. Till such time, it may be recalled, that 
centre 's revenue budget was in surplus and borrowing was for 
capital expenditure only. I So the indebtedness was simultaneously 
enhancing the assets for the centre or the s ta tes and public 
enterprises and debt was used to advance loans to them. A par t of 
the asse ts created by capital outlay m u s t have vi^orn out and par t of 
the loans to state governments and public enterpr ises may not be 
recoverable at all. States become defaulter if the capital invested in 
slate government enterprises tu rns out to be the bad investment. 
State 's poor financial conditions may also be responsible for this. 
Various finance commissions in the past had waived a par t of 
outs tanding debt of s tates to centre. Similarly some of the asse t s of 
central government and central and state enterpr ises m u s t have 
appreciated in their value. These factors make the calculat ions of 
exact value of net debt of the centre a bit different. As per the 
economic survey 1990-91 net debt of the central government as 
percent of GNP grew from negative in 1981-82 to 14.9 in 1989-90 
(Table 4.16). Which means even if central government recovers its 
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outstanding loans it would still require 15 percent of GNP to repay all 
its debt. 
Table 4.16 
Gross and Net Debt of the Centre (Percent of GNP) 
Year 
1950-51 
1960-61 
1970-71 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 (RE) 
Interest on Public 
Debt 
32 
43 
49 
49 
48 
53 
51 
55 
59 
65 
67 
66 
68 
Subsidies 
13 
3 
-0.5 
Nag. 
Neg. 
3.5 
2.4 
4.0 
5.8 
8.9 
11.2 
13.1 
14.9 
Source: Government of India - Economic Survey 1990-91 
For our purpose the composition of debt is also significant as it 
indicates the interest differentials on various borrowing instruments 
Table 4.17 presents such break up of the centre's internal debt 
during 1980s. It shows that small savings and provident funds are 
contributing an increasing share of internal debt than market loans 
and treasury bills during the decade. The combined share of market 
loans and treasury bills in Centre's debt finance came down from 48 
percent in 1980-81 to 34 percent in 1990-91. On the other hand the 
combined share of small savings and provident fund increased from 
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23 percent to 30 percent during the same period. Market loans and 
t reasury bills are held by banks as well as by Reserve Bank of India. 
These loans carry low rate of interest. But banks are u n d e r s tatutory 
obligation to maintain a certain ratio of the government securities to 
the total landings. Household normally do not hold the government 
securities. Small savings and provident funds on the other hand 
carry higher rate of interest which act as incentive for the people to 
save more. Thus the faster increase of higher interest borrowing 
ins t ruments also contributed significantly to the increase in interest 
burden during 1980s. This together with the increased amoun t of 
debt financing of public expenditure resulted in higher interest 
liability. 
Table 4 .17 
Composit ion of Centre's Gross Internal Debt (Rs. Billion) 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Market 
Loans 
156 
186 
223 
263 
304 
353 
409 
467 
552 
626 
Treasury 
BiUs 
129 
103 
174 
158 
195 
260 
199 
80 
148 
260 
Small 
Savings 
80 
94 
111 
132 
172 
214 
247 
284 
338 
418 
Provident 
Funds 
60 
72 
88 
104 
125 
154 
156 
208 
278 
366 
Reserve 
Funds & 
Deposits 
36 
36 
44 
60 
86 
116 
150 
192 
210 
196 
Total 
Others 
136 
191 
209 
233 
252 
279 
504 
725 
772 
816 
Total 
597 
682 
849 
953 
1134 
1376 
1665 
1956 
2298 
2682 
Source; Bhattacharya B.B. - India's Ek:onoTnic Crises, Debt Burden and 
Stabilisation, BR Publishing Corporation, New Delhi, 1992 who sourced it to 
Economic Survey 1990-91 and Government of India Receipt Budget 1991-92 and 
Reserve Bank of India: Report on currency and Finance 1982-83, 1984-85, 1986-87 
and 1989-90? 
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Subsidies 
Subsidy is another item which account for significant portion 
of revenue expenditure. Normally subsidies are offered by the 
government on merit goods such as health, education etc. The 
rationale is that if these goods are left to be distributed by market 
forces at market determined price their distribution will be inefficient 
as consumption of these goods would be suboptimal. Subsidies are 
also offered to provide the basic necessity of life like food subsidy. It 
may be offered to protect ecology and environment like subsidy on 
bio gas, solar cooker etc. The basic problem with subsidy is that they 
tend to continue even after the purpose for it has been offered is 
over. Over time more and more goods tend to be considered merit 
good. In fact it creates, as has been mentioned earlier, various 
vested interests groups not only among politicians but also in 
bureaucracy and subsidy becomes more a political issue than the 
economic one. 
Subsidy is measured in various ways. Government budget 
shows in its accounts only cash subsidy. However National Accounts 
Published by Central Statistical Organisation uses the wider concept 
of it. It includes in subsidy the compensation of operating loss of 
some public undertaking by the government. In other words losses 
incurred by deliberate underpricing of public goods like irrigation. 
As has been noted in table 4.15 that subsidies grew very fast 
during 1980s. As percentage of GNP it increased from 2.6 percent in 
1980-81 to 4.7 percent in 1989-90. This is in contrast to such 
growth from 0.6 percent in 1960-61 to 1.6 percent in 1975-76. 
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Table 4.18 
Subsidies in central Budget 
(Rs. Crores) 
Year 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Subsidy 
2749 
4038 
4796 
5451 
5980 
7732 
10677 
Source : Govt, of India - Expenditure Budget 1991-
92, vol I. 
It may be useful to have a look at growth of subsidies in 
central budget (Table 4.18) shows the amount spent on subsidies by 
the central government increased from Rs. 2749 crores in 1983-84 to 
Rs. 10677 crore in 1989-90. A phenomenal growth of over 300 
percent in nominal term with in a short span of seven years. Inflation 
measured in terms of wholesale price index during this period has 
been much less than 100 percent as the wholesale price index during 
the corresponding period went from 112.8 to 165.7 (1981-82 = 100). 
The growth in real subsidy can be imagined. The above mentioned 
subsidy includes the subsidy on food, fertilizer (both indigenous and 
imported), Export, Handloom cloths and other minor subsidies. 
Furthermore there is the existence of multiple subsidies 
reaching to same section of society. For example direct subsidy on 
food gets multiplied by subsidy on inputs like fertilizer (on imported 
as well as on indigenous) and the under pricing of electricity, 
irrigation etc. by the state governments and in the end it can be 
found that benefits are accruing more to the people who do not 
deserve it and the deserving people are deprived of its benefit due to 
inefficient administrative design. 
There is no justification for subsidisation of electricity for 
agriculture as well as for rural households. The result is poor 
conditions of State Electricity Boards and erratic or no supply (in 
effective term) to the groups subsidised. Even farmers are hardly 
getting benefits of subsidised electricity as they can not rely on its 
supply and therefore have to invest substantially in alternative 
source (like diesel driven pump sets for irrigation). 
Health and education expenditure 
Such expenditure may be justified as the goods in question are 
merit goods and certain level of consumption of such goods by the 
people must be ensured. This means effort should be directed at 
ensuring accessibility of these goods to all irrespective of income level 
and paying capacity. Even in market economies basic education and 
health are provided largely by government. 
Education and health are not merely merit goods they are also 
a productive investment whose returns are realised in the long run. 
Government of India's expenditure on development was higher than 
non developmental expenditure throughout 1980s. But greater part 
of it was devoted to economic services rather than social services. 
Table 4.18 reveals that social services did never receive more than 
9.2% of total develop mental share. 
Table 4.19 
Central Government's Developmental Expenditure 
Rs. Crores 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
Developmental 
Expenditure 
13327 
13791 
16333 
19407 
27375 
32909 
35498 
36573 
41536 
54204 
Share of 
Economic 
Services, % 
42.3 
48.8 
46.8 
46.5 
43.9 
42.5 
45.8 
42.9 
43.3 
47.2 
Share of Social 
Services 
7.5 
9.0 
9.2 
8.7 
7.8 
4.5 
6.0 
6.4 
6.6 
5.6 
Source: RBI Handbook of Statistics on Indian Economy. 
Expenditure in India on education is relatively higher than on 
health. Besides the low priority accorded to this sector in terms of 
public expenditure, it is the quality and management of such 
expenditure which is a serious cause for concern. It is said that 
teacher without proper infrastructure and doctors without medicine 
are common problem in India's health and education services 
provided by the government especially at primary level and rural 
areas. Major portion of government expenditure in this sector goes to 
salaries of the teachers and doctors. In education primary education 
has been neglected and in health primary health centres are 
neglected most. Greater amount of expenditure in this sector during 
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1980s was devoted to big hospitals and medical centres located in 
urban areas and big collages and universities. 
These two areas are extremely important for the development 
in the long run. The imbalance in the provision of such merit goods 
not only keep a larger section of population totally deprived but it 
also reduces their productive and savings potentials. 
Government's Consumption Expenditure 
It has two major components though both are related. The first 
is compensation to employees that means wages and salaries and 
also transfer payments in the form of pension and other retirement 
benefits. The second is purchase of consumer goods and services. 
The later is directly linked to former as more employees means more 
expenditure on goods and sen^ices like office space, furniture, 
equipment transport etc. 
It has been the well accepted fact that government and public 
sector undertakings are over staffed. The degree of which may be 
varying from unit to unit. This poses one more problem. The salary 
and wage bill tends to overstate the value of real services provided by 
the government. This together with the fact that it is the service 
sector which grew very fast in 1980 raises the serious doubts over 
the growth rates of the economy. 
The growth of employment in public sector during the period 
1976 to 1989 has been 39% over a 14 year period. ^ ^ The average 
annual growth rate is about 2.6 percent which is above population 
growth rate of 2.2 percent during 1980s. The reason for such an over 
employment in public sector may be the inability of organised sector 
to absorb the growing population and labour force. This puts 
pressure on government to provide employment beyond its actual 
requirement of man power. Since 1984 the central government has 
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made conscious effort to stop recruitment of personnel as a result of 
which growth of employment slowed down and since it did not affect 
the working of the government it can be said that there was surely 
an overstaffmg. 
Public enterprises are the production sector of the government 
and run on commercial basis. Although the profit is not the basic 
motive of these enterprises they are largely guided by the industrial 
norms. Economic rationale suggested by neo classical theory that in 
a surplus labour situation where unemployment rate is high, wage 
rate is expected to be low, is not followed. Even the growth of wage 
rate is not slowed down. This situation leads to the cuts in public 
expenditure on items other than wages and interest. In 1989-90 
more than 50 percent of revenue expenditure of the government was 
committed in terms of interest payments and wage bill. Thus if there 
has to be a cut of certain percentage in revenue expenditure the 
discretionary expenditure might have to be cut by double that 
percentage. 
Thus it is clear from the above analysis that it was the growth 
in expenditure which is the source of fiscal imbalance but to what 
extent such imbalances produced the crises of 1991. The immediate 
cause for such crises were the balance of payment difficulties. The 
question is as to what extent these difficulties could be attributed to 
the fiscal imbalances. If the substantial part of government 
borrowing is used to meet the servicing of foreign debt the 
association is believed to exist between fiscal deficit and current 
account deficit in the balance of payment. But such causation can 
not be found in India's case. Then question is why fiscal deficit 
received so much focused attention. The common answer may not be 
that it creates balance of payment difficulties but the sustainability 
of such a large deficit. 
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At the macroeconomic level the first and mos t important 
objective in the medium run mus t be a step u p in the overall saving 
rate which declined sharply from 23.2 percent in 1978-79 to 18.2 
percent in 1984-85 and then recovered slowly to 21.2 percent in 
1989-90. Obviously public sector is expected to play a significant role 
in at taining this objective especially when it h a s been largely 
responsible for poor savings. Public sectors savings a s percentage of 
GDP had declined from 4.6 percent in 1978-79 to 1.7 percent in 
1989-90. This performance will appear worse if viewed in the 
background of huge public sector investments u n d e r t a k e n since the 
mid fifties. 
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17 
FISCAL SCENARIO IN 
INDIA : POST 1990-91 
FISCAL SCENARIO IN INDIA: POST 1 9 9 0 - 9 1 
In the previous chapter we have seen that fiscal deterioration 
started as early as 1979-80 and continued throughout the decade 
and reached a crises situation in 1990-91. On the other hand 
economy did quiet well in terms of economic growth crossing the 
psychological barrier of 'Hindus rate of growth'. Thus the decade of 
1980s has the peculiar characteristics of buoyant economic growth 
together with the fiscal imbalance. The apparent immediate cause of 
1991 crises was the balance of payment difficulties and depletion in 
foreign exchange reserves which reached a point of near collaps. The 
crises signs became evident in the second half of the year 1990-91. 
Between the period August 1990 and January 1991 foreign exchange 
reserves declined from $3.11 billion to $896 million.i 
It is yet to be established if there is a one to one relationship 
between fiscal deficit and balance of payment disequilibrium. 
However Buiter and Patel 1992 found that the fiscal deterioration 
which started in 1970s and accelerated in 1980 was the cause for 
the situation that economy faced in 1991 and not the external 
factors like gulf crises which pushed up the oil prices substantially 
and put a considerable amount of pressure on foreign exchange 
reserves. 
Whether India would have faced the crises even without 
external imbalance is a matter of debate. For example Rao (1986) 
and Seshan (1987) were of the opinion that India's fiscal stance was 
unsustainable and that country was heading for serious crises. 
Rakshit (1989) demonstrated that such projections were based on 
erroneous accounting framework for public debt and that the 
situation was not as bad as was made out to be. But there was 
certain degree of unanimity that there was a need for fiscal 
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correction. So with or without the crises of 1990-91 India might have 
to under take some drastic corrective measures . Crises of 1990-91 
had only precipitated what was almost sure to come. In other words 
the crises had offered an opportunity to the country to embark upon 
the reforms path. Thus it is a mater of serious academic curiosity to 
analyse the fiscal situation in post 1991 era. Compar ison of this with 
the pre 1991 scenario (discussed in chapter IV) m a y lead u s to some 
interesting findings. 
Table 5.1 
Fiscal Scenario in India during 1 9 9 0 s 
(Percentage of GDP) 
1 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
Fiscal 
Deficit 
10.0 
7.4 
7.4 
8.3 
7.1 
6.6 
6.4 
8.3 
8.9 
J 
9.9 i 
i 
Revenue 
Deficit 
4.5 
3.6 
3.4 
4.2 
3.7 
3.2 
3.6 
4.1 
6.3 
-
Primary 
Deficit 
5.3 
2.4 
2.3 
3.3 
1.9 
1.6 
1.3 
2.2 
3.7 
4.2 
Monetised 
Deficit 
2.8 
0.8 
0.6 
0.1 
0.2 
1.7 
0.2 
0.7 
1.0 
-0.2 
Public 
Debti 
65.5 
64.5 
64.1 
65.4 
63.3 
61.5 
60.0 
62.1 
62.0 
65.1 
^ Public debt includes internal and external debt and other liabilities. Other liabilities 
comprises small samngs schemes, Provident Funds etc. & Reserve Funds and 
deposits. 
Source: RBI, Handbook of Statistics of Indian Economy 2001. Report of Eleventh 
Finance Commission. 
Table 5.1 presents the fiscal scenario prevailed dur ing 1990s. 
it can be noticed that the gross fiscal deficit tha t was a s high a s 10.0 
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percent of GDP^ in the crises year of 1990-91 after showing some 
improvement till 1996-97 started rising again and reached about the 
same level in the year 1999-2000 at which it was in 1990-91. 
Similarly revenue deficit too had shown some decline till 1995-96 
before started soaring again and was 6.7 percent in 1999-2000, a 
well 2.2 percentage point above the level of 1990-91. Primary deficit 
which was at 5.3 percent of GDP in 1990-91 improved significantly 
till 1996-97 when it was only 1.3 percent. It appeared at that time 
that India would be able to bring it down to balance not in too 
distant a future. Primary deficit measure also increased rapidly after 
1996-97 and reached 4.2 percent in 1999-2000. The only success 
that India could get was the reduction in monetised deficit. This 
deficit was 2.8 percent of GDP in 1990-91 but there was a surplus of 
0.2 percent in 1990-00. Thus there is no doubt about the fact that 
all the indicators of fiscal health were on declining path by the close 
of the century, with monetised deficit being the only exception. 
Public debt too started rising in the later half of the decade after 
declining initially till 1996-97 and was at about the same level in 
1999-00. In other words India was almost at the same level at the 
turn of the century, in terms of fiscal parameters, at which it was 
during the crises year of 1990-91. But there was one major 
difference. As exhibited in table 5.2 that although both central 
governments as well as state governments finances were not in a 
good shape in 1990s also but the former had shown some 
improvement in 1990s in contrast to later which showed a marked 
deterioration during the same period. It is revealed through this table 
that it was centre which started showing up fiscal deterioration quite 
early. Its revenue account was showing deficit since 1979-80 (not 
mentioned in the table) but states continued to show revenue 
surplus till 1986-87 except for one year (19844-85) when there 
occurred a deficit of small magnitude in their revenue account. It is 
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also clear from the table that in 1990s while centre was showing 
fiscal improvement the states were exhibiting deterioration. And 
towards the close of the decade there was deterioration in the fiscal 
parameters of both central as well as states finances but the relative 
deterioration was greater in states finances. 
Table 5.2 
Select Fiscal Indicators of Central and State Governments 
(Percentage to GDP) 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
Central Govt. 
Gross 
Fiscal 
Deflcit 
5.77 
5.14 
5.64 
5.94 
7.09 
7.86 
8.46 
7.63 
7.33 
7.33 
7.85 
5.56 
5.37 
7.01 
5.70 
5.07 
4.88 
5.84 
6.45 
5.35 
Primary 
DeHcit 
2.99 
2.14 
2.60 
2.57 
3.65 
3.82 
4.22 
3.65 
3.20 
2.97 
3.15 
1.37 
1.56 
2.83 
1.19 
0.91 
0.66 
1.49 
1.83 
1.71 
Revenue 
Deficit 
1.42 
0.23 
0.69 
1.16 
1.72 
2.12 
2.50 
2.58 
2.49 
2.45 
3.26 
2.48 
2.48 
3.81 
3.06 
2.5 
2.39 
3.05 
3.81 
3.45 
State Governments. 
Gross 
Fiscal 
Deficit 
2.58 
2.41 
2.65 
2.90 
3.34 
2.71 
2.98 
3.17 
2.77 
3.17 
3.30 
2.89 
2.79 
2.40 
2.73 
2.65 
2.72 
2.90 
4.22 
4.67 
Primary 
Deficit 
1.72 
1.56 
1.74 
2.00 
2.33 
1.65 
1.66 
1.78 
1.36 
1.70 
1.78 
1.22 
1.03 
0.56 
0.82 
0.80 
0.85 
0.93 
2.18 
2.37 
Revenue 
Deficit 
-1.03 
-0.82 
-0.47 
-0.10 
0.38 
-0.24 
-0.05 
0.31 
0.53 
0.76 
0.93 
0.86 
0.68 
0.44 
1 
0.61 
0.69 
1.18 
1.07 
2.48 
2.75 
Source: RBI, Handbook of Statistics on Indian Economy, 2001. 
(-) indicates surplus 
GDP at current market prices. 
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The developments during 1990s resulted in the resurgence of 
the case for fiscal activism (Rakshit 2000). The argument is that 
fiscal corrections through cut back in government investment during 
1990s have contributed to the current deceleration. In his view the 
country's debt is moderate by international standard and of an 
internal variety. Therefore substantial increase in government 
expenditure on investment, especially in agriculture and 
infrastructure is advocated through the deployment of additional 
liquidity - in other words a case for monetisation of fiscal deficit. The 
debate on the role of deficit financing is not new in India. It goes 
back to 1950s. Rao (1952) had cautioned that public expenditure 
through deficit financing would be able to raise national income only 
to the limited extent. But the overwhelming opinion overwhelmed by 
Keynesian proposition at that time favoured deficit financing. It is 
only in 1980s and early 1990s that the implications of deficit 
financing especially of public sector undertakings have been realised. 
Public sector undertakings continued to receive budgetary support 
inspite of their poor performance. Thus in the overall public debt of 
the government, public sector undertakings have major contribution 
and hence in the macro economic instability. 
Table 5.3 reveals that 1970s was a period when in revenue 
expenditure interest payment did not constitute substantial portion. 
In other words revenue expenditure was in line with revenue flows 
and that deficit on revenue account occurred only in 1979-80. 
During 1980s expenditure growth was accelerated from 9.77 percent 
of GDP in 1979-80 it grew to 13.20 percent in 1989-90. The 
significant element in this growth was growth in expenditure on 
interest payments. 
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Table 5.3 
Select Fiscal indicators of Central Governments 
(Percentage of GDP) 
1 Year 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
'' 1993-94 1 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
Revenue 
Expenditure 
6.85 
8.11 
8.41 
7.28 
7.33 
8.38 
9.21 
8.96 
9.70 
9.77 
10.02 
9.14 
9.95 
10.15 
11.28 
12.20 
13.13 
13.03 
12.83 
13.20 
12.92 
12.60 
12.38 
12.59 
12.06 j 
11.77 
11.62 
n . 8 5 
12.31 
12.73 
Interest 
Payments 
1.33 
1.37 
1.44 
1.34 
1.29 
1.47 
1.66 
1.62 
1.80 
1.90 
1.81 
1.89 
2.09 
2.18 
2.43 
2.70 
2.97 
3.17 
3.39 
3.65 
3.78 
4.07 
4.15 
4.28 
4.35 
4.21 
4.35 
4.31 
4.43 
4.61 
Subsidies 
0.21 
0.21 
0.38 
0.55 
0.54 
0.56 
1.06 
1.27 
1.34 
1.51 
1.41 
1.15 
1.20 
1.32 
1.64 
1.72 
1.75 
1.69 
1.83 
2.15 
2.14 
1.88 
1.45 
1.35 
1.17 
1.07 
1.13 
1.22 
1.34 
1.26 
Defence 
(Revenue 
+ 
Capital) 
2.63 
3.12 
3.06 
2.56 
2.73 
2.97 
2.85 
2.59 
2.60 
2.78 
2.51 
2.54 
2.67 
2.66 
2.88 
2.87 
3.37 
3.38 
3.16 
2.96 
2.71 
2.50 
2.35 
2.54 
2.30 
2.26 
2.16 
2.32 
2.27 
2.41 
Capital 
Expenditure 
5.46 
5.98 
6.15 
5.24 
5.50 
6.49 
6.00 
6.30 
7.34 
5.92 
5.81 
5.85 
6.40 
6.05 
6.49 
6.74 
7.09 
6.23 
5.93 
5.90 
5.59 
4.46 
4.00 
3.92 
3.81 
3.23 
3.08 
3.40 
3.58 
2.50 
Capital 
Outlay 
2.06 
2.28 
1.81 
1.54 
2.10 
2.70 
2.08 
2.21 
2.20 
2.02 
2.14 
2.49 
2.48 
2.38 
2.75 
2.75 
2.98 
2.62 
2.43 
2.43 
2.13 
1.74 
1.82 
1.54 
1.47 
1.19 
1.04 
1.15 
1.02 
1.26 
Total 
Expenditure 
12.31 
14.08 
14.56 
12.52 
12.82 
14.86 
15.22 
15.26 
17.04 
15.69 
15.84 
14.98 
16.35 
16.19 
17.77 
18.94 
20.22 
19.26 
18.76 
19.11 
18.51 
17.05 
16.38 
16.51 
15.87 
15.01 
14.69 
15.24 
15.89 
15.23 
Source: R.B.I. Handbook of Statistics in Indian Economy 2001. 
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It was pointed out in the early 1990s that whatever reforms 
India introduced in 1991 were inadequate as these fiscal 
adjustments would not ensure solvency (Buiter and Patel 1993). It 
was pointed out by this study that a primary surplus of the order of 
4.5 percent of GDP would be required in order to stabilise the Debt-
GDP ratio. Table 5.1 shows that far from achieving any magnitude of 
surplus in primary balance, deficit in it not only continued but had 
shown an increasing trend. Primary deficit which was 5.3 percent of 
GDP in 1990-91 declined in the initial years of reforms. But from 
1997-98 it has been rising continuously. The centre's Debt-GDP 
ratio, inspite of this, had been remarkably stable during 1990s. 
Dcbt-GDP ratio of the central government in the year 1990-91 was 
55.3 percent which in the year 1999-00 was 52.6 percent. However, 
there is one disturbing feature which is revealed in table 5.4. Debt-
GDP ratio declined steadily since 1990-91 till 1996-97 when it came 
down to 49.61 percent but thereafter it has been rising continuously 
though it could not attain the level of 1990-91. 
Table 5.4 
Debt of Central and State Governments 
(Percentage of GDP) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
Central 
Government 
55.30 
54.29 
53.78 
State 
Government 
19.39 
19.34 
19.02 
55.63 1 18.63 
53.33 18.27 
51.29 17.96 
49.61 
51.35 
50.60 
52.67 
17.88 
18.55 
19.40 
21.39 
Consolidated 
Centre and States 
61.66 
60.85 
60.44 
62.39 
60.05 
58.12 
56.55 
58.51 
58.44 
61.61 
Source: RBI Handbook of Statistics on India Economy, 2001. 
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Thus the forecast about fiscal crises by the late 1990s made 
during early 1990s did not come true. And this is when the 
suggested remedial measures have not been fully under taken . The 
measure suggested then were expanding the direct and indirect tax 
nets to enhance revenue receipts besides some expenditure reducing 
measures ; they were economising the (a) government wage bill, (b) 
food and fertilizer subsidy and (c) operating and capital subsides to 
public sector enterprises. Of these only (c) has been implemented 
with abandoning the practice of budgetary suppor t to these 
under takings besides their privatisation for which a separate 
ministry h a s been created towards the close of the decade. So far as 
(a) above is concerned government did exactly opposite to what was 
recommended by the study. Instead of economising the wage bill 
government went ahead with the implementation of Vth pay 
commission's award in 1997 raising three times the salary of its 
employees and pension benefits. Though some measures of austerity 
were under taken like not filling the posts lying vacant for more than 
a year as late as in 2000s. Expenditure reform commission was set 
u p which had submitted its report also but to wha t extent its 
recommendat ions will be given effects remains to be seen. The 
recommendation of Vth pay commission for downsizing by 30% in 
each government depar tment has been ignored. So far as a food and 
fertilizer subsidy in concerned tables 5.5 and 5.6 reveal the extent of 
subsidy to these two items. Subsidy given by central government to 
food corporation of India increased from Rs. 2450 crore in 1990-91 
to Rs. 12125 crore (revised estimates) in 2000-01 increase of little 
less than 400 percent over a decade's period. Besides this, the 
expenditure on subsidy by the state governments on food increased 
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from Rs. 42.35 crores in 1990-91 to Rs. 503.62 crores. So far as 
fertilizer subsidy is concerned centre's expenditure on it increased 
from Rs. 4400.00 crores in 1990-91 to Rs. 9481.00 crores in 2000-
01 (RE). 
Table 5.5 
Food and Fertilizer Subsidies by Central Government 
(Rs. Crores) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
Subsidy to Food 
Corporation of India 
2450.0 
2850.0 
2800.0 
5537.0 
5100.0 
5377.0 
6066.0 
7500.0 
8700.0 
9435.0 
12125.0 (RE) 
Fertilizer Subsidy 
4400.0 
4800.0 
5796.0 
4562.0 
5241.0 
6235.0 
5906.0 
7322.0 
7806.0 
8963.0 
9481.0 (RE) 
RE = Revised Estimates 
Source: Government of India, Indian Public Finance Statistics 2001-02. 
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Table 5.6 
Food Subsidy by State Governments 
(Rs. Crores) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
Expenditure on Subsidy 
42.35 
47.41 
81.29 
00.00 
00.00 
338.11 
354.73 
407.91 
309.44 
512.09 
503.62 (RE) 
RE = Revised Estimate 
Source: Government of India, Indian Public Finance Statistics, 2001-02. 
To streamline the taxes and to enhance revenue or receipts tax 
reforms were undertaken. The reforms carried out during early 
1990s were based on the recommendations of Tax Reforms 
Committee 1991.3 The thinking was that the revenue could not be 
augmented merely by raising the tax rate as the tax structure India 
had at that time was considered to be highly complex especially the 
indirect taxes, and the need of the hour was to simplify it. This 
committee had recommended the adoption of simple, broad based 
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and small number of taxes with reasonable and limited number of 
rates and with very few exemptions. 
In the case of indirect taxes following major reforms have been 
initiated during 1990s. 
(1) Progressive reduction in the peak rates of customs duty 
on non agricultural product from a level of more than 
300 percent during the period just prior to reforms to the 
level of 25 percent as announced in the budget 2003-04 
(2) Reduction of 11 major advalorem excise duties to three 
i.e. central rate of 16 percent, merit rate of 8 percent and 
demerit rate of 24 percent in the year 1999-2000. 
(3) Introduction of a uniform 16 percent CENVAT effective 
from 2000-01 while retaining special excise duties on 
specified goods. 
(4) Introduction of service tax 
Direct taxes have been reformed in the following manner. 
(1) Lowering of the maximum marginal personal income tax 
rate from 60 percent in 1980-81 to the level of 30 percent 
plus the surcharge levied on the total tax liabilities 
imposed after the Kargil war. However, in the budget of 
2003-04 a 10 percent surcharge on annual income of 
above 8.5 lakhs was imposed. 
(2) Reducing the corporate tax rate on both domestic and 
foreign companies to the current level of 35 percent and 
40 percent respectively from a level of 65 percent and 70 
percent in 1980-81. 
(3) Unification of tax rates on closely held as well as widely 
held domestic companies. 
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(4) Rationalisation of capital gains tax and dividend tax. 
(5) In order to widen the tax net earnings from export have 
been brought under income tax. 
(6) Introduction of preemptive tax for small shopkeepers. 
(7) Making it mandatory for certain groups of urban people 
to file income tax return - a scheme popularly known as 
1/6 scheme. 
Tax reforms are generally supposed to raise the tax revenue to 
GDP ratio across countries (Shome 1992, 1995). Normally tax 
revenue is expected to rise in response to a reduction of tax rate from 
some higher level."^ In India the Laffer curve tax buoyancy could not 
be observed (Chakravarty 1997). The tax revenue-GDP ratio of 
central government had declined since the onset of reforms. And the 
objective of bringing down primary deficit to any significant low level 
~ let alone achieving primary surplus of the order of 4 percent or 
more could not be achieved. It may be argued that the remedies 
suggested in Buiter and Patel (1993) have not been adopted in full 
measure and therefore the primary surplus target of 4 percent 
remained elusive. But what can not be explained by such argument 
is that absence of primary surplus of such magnitude did not raise 
the debt-GDP ratio to any significant level. 
Prof. Challiah in his seminal work which was published in the 
form of IMF Working Paper made a significant forecast about the 
condition of the Indian economy during next decade i.e. as follows: 
"In the base year 1989-90 the primary deficit was 
nearly 4 percent of GDP while the total deficit [fiscal 
deficit] was taken to be 7.6 percent. On the basis of 
simple projection methodology, the analysis 
demonstrates that maintaining the primary deficit 
even at a level of 3.5 percent is unsustainable 
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because this would raise the debt-to-GDP ratio to 
77.4 percent in 2000-01 from 60.2 percent in 1989-
90, and deficit to GDP ratio to nearly 10 percent. 
Interest payment would then absorb 6.4 percent of 
GDP, casting an unberable burden on the budget", s 
Table 5.1 show that debt-GDP ratio did not go beyond 62 
percent save 1993-94 and that primary deficit has been largely 
contained. Combined primary deficit of centre and the state as a 
whole was 2.2 percent in 1997-98, well within the target set by 
Chelliah but later it slipped somehow and reached 4.2% in the year 
1999-2000. Thus it appears that Chelliah's estimates of 1991 turned 
out to be largely correct. It is also to be analysed as to what extent 
this reduction in primary deficit is the result of measures suggested 
by Chelliah. 
Chelliah's emphasis was more on reduction in expenditure 
rather than increase in taxation. Following measures were suggested 
to reduce the revenue deficit of the budget. 
Narrowing the scope of government activities, freezing 
government employment and cutting subsidies. 
Reducing capital expenditure through privatisation of public 
enterprises and closing down of inessential loss making units 
while compensating or rehabilitating the workers who will be 
displaced. 
Abandoning the planning commission's approach of 
approving the growth of expenditure within 5 year horizon 
without regard to how the higher expenditure will be 
sustained in the future. 
To enhance the revenue it emphasized: 
To raise the return on government lending and investment. 
To increase the income elasticity of taxes through tax reforms. 
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So far as reduction in consumption is concerned it should be 
kept in mind that government's consumption and investment 
expenditures constitute considerable part of aggregate demand. This 
together with aggregate supply determines the level of employment 
and out put. Government's expenditure influence the grov^ t^h of the 
economy in number of ways. There are areas where private 
investments are not easy to come by in developing countries like 
India. However the larger question remains is as to what extent 
demand driven growth could be sustained and that the economy had 
already crossed the limit beyond which expenditure either through 
borrowing or through monetisation could not be sustained as the 
severe consequences of that had already been experienced by the 
country. Thus Chelliah's suggestions for reduction in expenditure are 
justifiable. 
Table 5.7 
Combined expenditure of Centre and States (Rev. & Capital) 
(Percent of GDP) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
Developmental exp. 
including Loas & 
Advances (Gross) 
(1) 
14.8 
14.5 
13.5 
13.0 
12.8 
11.7 
11.5 
11.7 
11.9 
12.3 
13.3 
Non Dev. 
including loans 
adv. 
(gross) 
(2) 
12.5 
12.6 
13.1 
13.3 
12.8 
13.0 
12.3 
12.8 
13.7 
14.5 
15.0 
Total 
(1+2) 
27.3 
27.1 
26.5 
26.3 
25.6 
24.7 
23.8 
24.5 
25.6 
26.8 
28.3 
Source: Government of India, Indian Public Finance State, 2001-2002. 
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Consequently steps were taken to reduce the expenditure and 
expenditure GDP ratio started declining but this declining trend was 
reversed after 1996-97. The combined expenditure of centre and 
state governments as a ratio to GDP declined from 27.3 percent in 
1990-91 to 23.8 percent in 1996-97 (Table 5.7). Another significant 
development with regard to expenditure has been that reduction in 
expenditure could be materialised through cuts in capital 
expenditures as revenue expenditure continued to rise both at centre 
as well as state level. 
Table 5.8 
Trends in government expenditure 
(% of GDP) 
Centre 
Sales 
Combined 
Total Exp. 
Rev. Exp. 
Cap. Exp. 
Total Exp. 
Rev. Exp. 
Cap. Exp. 
Total Exp. 
Rev. Exp. 
Cap. Exp. 
1980s 
17.74 
11.49 
6.25 
15.90 
11.61 
4.29 
28.84 
20.62 
8.23 
1990-91 to 
1996-97 
16.29 
12.25 
4.01 
15.64 
12.67 
2.97 
26.01 
22.20 
4.81 
1997-98 to 
2001-02 
15.59 
12.70 
2.89 
15.77 
13.07 
2.70 
27.68 
23.73 
3.95 
Source: Union and Slate Budgets. 
R.B.I. Report on Currency and Finance 2001-02. 
Table 5.8 presents average expenditure in three distinct 
periods viz. during 1980s, during 1990-91 - 1996-97 and during 
13 1 TO 
1997-98 - 2001-02. It can be observed that between 1990-91 and 
1996-97 although combined revenue expenditure declined from the 
1980s' average of 28.84 to 26.01 but it increased to 27.68 percent in 
the period 1997-98 - 2001-02. It is also revealed that the casualty 
has been the capital expenditure which averaged 4.81 percent during 
1990-91 - 1996-97 as compared to 8.23 percent the average during 
1980s. Capital expenditure fell further to 3.95 percent as the average 
during 1997-98 - 2001-02. Furthermore trend for both centre as well 
as states did not show any difference. 
The major factor for the downward resistance of revenue 
expenditure has been the committed expenditure like interest, wages 
and salaries etc. The rising wage bill has been considered as an 
important element in fiscal deterioration in the last few years of 
1990s. The wage bill of the government increased substantially as a 
result of the implementation of V Pay Commissions 
recommendations. However, the Eleventh Finance Commission's 
view is that increase in wages and pension is not the sole cause of 
the increase in revenue expenditure. This view is supported by the 
fact that the present expenditure on salaries and pensions as ratio to 
DGP is still lower than the same towards the end of 1980s. 
Table 5.3 may be referred for some major heads of revenues 
expenditures of central government. Downward rigidity in 
expenditure can easily be seen here. The interest payment which was 
only 18 percent of total expenditure in 1980-81 increased to 27.6 
percent in 1989-90 and further increased during 1990, and was 36.2 
percent in 1999-00. Subsidies though did not grow as fast as interest 
payment, in fact rate of growth of subsidy declined from 16.5 percent 
in 1990-91 to 9.9 percent in 1999-2000, but the government failed to 
phase out the unproductive subsidies. Interest payment and subsidy 
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together accounted for 46.1 percent of total revenue expenditure. The 
downward rigidity in the subsidy was essentially on account of the 
growing size of food subsidy which has grown nearly five times over 
the period from 1990-91 to 2000-01. One more disturbing feature is 
the handling cost in food procurement and distribution. 
Balakrishnan and Ramaswamy (2000) observed that the sizeable 
proportion of food subsidy is on account of carrying cost of the food 
stocks. Thus a significant part of subsidy goes to make up for the 
inefficiencies embedded in the institutional arrangements meant for 
providing subsidy rather than benefiting the targeted group. Some 
inherent weaknesses can easily be observed in the design of public 
distribution system. For example beneficiaries are required to buy 
their quota for the month. This obviously deprive the persons who 
depend on daily earnings and are not in a position to lift the monthly 
quota. Thus the subsidies which are meant for the poorest of poor 
are not reaching to them in full measure. Evidence are there to 
suggest that the effects of food subsidy on poverty and malnutrition 
of the population has been limited (Srinivasan 200). Thus it can be 
stated the argument that the subsidies are meant for poor has little 
basis in actual practice. In a study by Radhakrishna and Subbarao 
(1997) it has been found that during 1986-87 the pubic distribution 
system and other consumer subsidy programmes accounted for less 
than 2.7 percent of per capita expenditure in rural areas and 3.2 
percent in urban areas. Here a case can be made out that phasing 
out subsidy would have a very limited impact on poor and less so in 
rural areas, though at the same time a need for ensuring safety nets 
for the poor segment of population can not be played down. Probably 
for the same reason that government launched targeted Public 
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Distribution System (TPDS) in June 1997. The scheme targeted the 
families below poverty line. 
Countries that attempt fiscal correction are normally unable to 
reduce expenditure on interest payment and other transfers 
obligations. The unabated growth in this expenditure are sought to 
be offset by cuts in public investment. Therefore the fiscal correction 
which demands restrictive fiscal policy results in substantial 
reductions in capital expenditure as it is least rigid. The areas which 
are consequently starved of investments are infrastructure. A 
reduction in public investment is not adequately compensated by 
private investment as these investments are considered to be risky 
by the private sector. The ultimate result of such things is the 
deceleration in economic growth. India also experienced the same. 
Current expenditure are growing rapidly mainly driven by 
consumption expenditure and transfer payments i.e. interest and 
subsidies. On the other hand expenditure in social sector like 
education, public health, family welfare and sanitation showed a 
steady decline during 1990s. The deterioration in social sector is 
sharper in the centre than in states.'^ 
Fiscal consolidation programme 
A close examination of India's fiscal consolidation programme 
and its results reveal that it has not been the unmixed blessings. On 
the positive side it can be said that India's macroeconomic 
performance has been impressive. Throughout 1990s it has been 
amongst the fastest growing economies in the world. The net 
Domestic product (NDP) at factor cost grew at an impressive rate. 
Since 1992-93 its growth rate has been maintained around 6 percent 
135 
Table 5. 9 
Wholesale Price Index - (Average of Weeks) 
Percentage Variation - Annual 
Year 
A.C. P.A. 
Percentage 
Variation of which 
F.A. N.F. 
F . P . L . S B L . M.P 
BASE: 1970-91 = 100 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
5.6 
10.0 
20.2 
25.2 
-1.1 
2.1 
5.2 
0.0 
17.1 
18.2 
9.3 
0.9 
9.7 
28.1 
25.2 
-6.6 
0.8 
9.9 
-1.3 
13.7 
15.1 
11.3 
1.1 
10.0 
22.7 
26.0 
-4.9 
-5.1 
11.8 
-0.7 
8.2 
11.4 
13.1 
-1.4 
9.0 
36.4 
11.7 
-14.6 
19.7 
6.3 
-4.3 
14.2 
11.9 
10.5 
5.9 
4.0 
18.7 
45.4 
15.4 
5.2 
1.5 
4.4 
15.6 
25.3 
20.6 
9.5 
11.3 
14.4 
21.0 
1.4 
2.3 
2.3 
0.1 
20.1 
19.4 
5.2 
BASE: 1981-82 = 100 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
4.9 
7.5 
6.5 
4.4 
5.8 
8.1 
7.5 
7.5 
10.3 
13.7 
10.1 
8.4 
6.7 
10.8 
6.2 
0.2 
9.1 
11.3 
4.9 
2.2 
13.0 
18.1 
7.4 
6.9 
11.1 
13.9 
4.2 
1.7 
10.2 
9.0 
9.9 
1.2 
11.9 
20.2 
12.4 
4.9 
0.8 
11.5 
10.9 
-3.4 
11.4 
21.6 
-1.7 
3.6 
17.0 
18.0 
-0.2 
8.9 
6.5 
5.6 
4.3 
10.7 
6.8 
3.4 
5.5 
3.6 
12.3 
13.2 
14.1 
15.5 
3.5 
6.1 
7.0 
6.0 
3.8 
7.2 
9.4 
11.3 
8.4 
11.3 
10.9 
7.8 
BASE: 1993-94 = 100 
1994-95 
1995-96 
i 1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
12.5 
8.1 
4.6 
4.4 
5.9 
3.3 
7.2 
15.7 10.0 
8.3 7.4 
8.4 1 11.7 
2.7 
12.0 
1.1 
2.9 
3.4 
13.7 
3.6 
3.1 
20.0 
7.6 
2.5 . 
3.2 
10.5 
-5.8 
2.7 
8.9 
5.1 
10.4 
13.8 
3.2 
9.0 
28.5 
12.2 
8.6 
2.1 
2.9 
4.4 
2.7 
3.3 
A.C. 
P.A. 
F.P.L&L. 
M.P. 
F.A. 
N.F. 
Source: Office 
All Commodities. 
Primary Articles. 
Fuel, Power, Light & Lubricants. 
Manufactured Products. 
Food Articles. 
Non-Food Articles, 
of the Economic Advisor, Ministry of Industry, Government of India. 
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Table 5.10 
Consumer Price Indices-Percentage Variation-Annual 
(Average of Month) 
Year 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1999-99 
1999-00 
2000-01 
IW 
5.1 
3.2 
7.8 
20.8 
26.8 
-1.3 
-3.8 
7.6 
2.2 
8.8 
11.4 
12.5 
7.8 
12.6 
6.3 
6.8 
8.7 
7.7 
9.4 
6.1 
11.6 
13.5 
9.6 
7.5 
10.1 
10.2 
9.4 
6.8 
13.1 
3.4 
3.8 
Percentage 
Variation of which 
FOOD 
-
1.5 
8.8 
25.1 
28.3 
-4.5 
-7.3 
8.8 
0.6 
7.5 
12.3 
13.6 
6.7 
14.4 
4.3 
4.9 
10.2 
7.8 
11.2 
4.7 
12.4 
15.6 
12.6 
5.0 
9.2 
13.5 
9.5 
5.1 
14.7 
0.2 
1.5 
UNME 
4.2 
3.4 
6.7 
15.1 
22.2 
2.6 
0.0 
6.9 
3.4 
7.8 
11.8 
11.9 
8.0 
10.3 
8.7 
7.0 
7.5 
9.6 
7.9 
6.6 
11.0 
13.7 
10.5 
6.9 
9.7 
9.3 
9.3 
6.9 
11.3 
4.5 
5.6 
AL 
-
1.0 
10.7 
21.2 
34.6 
-4.0 
-13.8 
10.6 
-2.2 
9.1 
14.2 
12.4 
5.2 
11.3 
0.2 
4.8 
4.8 
10.0 
12.6 
5.4 
7.6 
19.3 
12.3 
3.5 
11.9 
10.7 
9.1 
3.4 
11.0 
4.4 
-0.3 
IW : Industrial Workers. 
UNME : Urban Non-Manual Employees. 
AL : Agricultural Labourers. 
Source: Labour Bureau, Ministry of Labour, Government of India. 
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or more. Table 5.9 suggests that inflation has been well contained in 
most of the years during 1990s. During the crises of 1990-91 there 
was considerable amount of inflationary pressure which continued 
during the initial years of reforms. Between the period 1990-91 and 
1994-95 annual variation in whole sale price index was more than 
10 percent with the exception of 1993-94 when it declined slightly to 
8.4 percent but soared to 12.5 percent the next year. But there after 
it has been contained below 5 percent except in 1998-99 when it 
reached 5.9 but came down soon to 3.3 percent in 1999-00. 
However, consumer price index had shown a little different trend 
(Table 5.10). For urban non manual employees it was 11 percent in 
1990-91 increased to 13.5 percent following year then began to 
decline. But it has been more than 6 percent throughout the decade 
except in 1999-00 when it declined to 4.5 percent, increased again to 
5.6 percent in the year 2000-01. Figures for agricultural labour and 
' industrial worker are not significantly different. The inference that 
can be drawn from the above facts is that the reforms have brought 
significant amount of consumerism which is supported by the fact 
even when food price indices is showing a little increase of about 0.2 
percent and 1.5 percent in 1999-00 and 2000-01 respectively, the 
overall consumer price index especially for urban segment remained 
relatively higher. Secondly the inflation rate of little more than 10 
percent during the period when economy was undergoing reforms 
was not that high considering the inflation rates experienced by 
other economies in the world during their transition periods. 
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Balance of payment which was the major source of crises 
during early 1990s has been comfortable. The current account which 
had been uncomfortable since the beginning of the decade of 1980s 
as the same as ratio to GDP had jumped one percentage point, from 
0.5 percent in 1979-80 to 1.5 percent in 1980-81 and remained at 
this or at higher level than this. Since 1985-86 it had further 
worsened when it reached 2.1 percent and remained around 2 
percent before reaching 2.7 percent in 1988-89 and ultimately 
reaching 3.1 percent in 1990-91 (Table 5.11). Situation in post 
reform has been completely reversed. There has been a steady 
improvement in current account deficit which as percentage of GDP 
came down to 0.5 percent in 2000-01. On capital account also 1990s 
was a complete contrast from 1980s. Since there was hardly any 
foreign investment worth mentioning during 1980s its ratio to GDP 
was nil. Reforms of 1990s opened the economy to foreign investors 
and received overwhelming response. In 1995-97 foreign investment 
GDP ratio was 1.6 percent and foreign investment as ratio to export 
was 18.7 percent. Thus India maintained its balance of payment at 
very comfortable level. 
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Disqu^etening Scenario 
hough India had shown remarkable success in GDP growth, 
m containing inflation and in maintaining external balances there 
were fbllowing disquieting features as well. Recurrence of fiscal 
pressure during second half of 1990s. Fiscal deficit that showed 
downward trend began to exhibit increasing trend after 1996-97. 
Whatevsr fiscal consolidation could be gained as a result of the 
reforms of 1991 was allowed to slip. The major cause for it was the 
inability of the government to curb the expenditure. Government 
could not muster up enough political will to abandon unwarranted 
subsidi( s. Many a time after announcing massive cuts especially in 
fertilizer subsidy it buckled under pressure from within the 
governrr ent. Fiscal pressure during second half of the 1990s may be 
attribut(d to the (a) substantial increase in wage bill (b) transition 
cost (c) E tagnant or even declining tax-GDP ratio. 
Increase in wage bill occurred on account of almost three times 
increase in basic pay of central government employees and 
substantial increase in wage bill in 1996-97. The central government 
employee 's salaries are periodically revised on the recommendations 
of the Pay Commission which is statutory body constituted about 
every 10 years. The Fifth Pay Commission's award was accepted by 
the goveinment in 1997. This has led to an increase in central 
government's wages and salaries from 1.4 percent of GDP in 1996-97 
to 1.7 percent in two subsequent years. This revision of central 
government employee's pay led to similar revision for state 
governmeit's employees although it's not constitutionally mandatory 
for the stc tcs to follow the revision of the central government's wages. 
But politi;ally it is not possible to insulate the states from such 
pressure. Jsually states follow the central government's pay revision 
with one /car time lag. The increased burden on states' finances 
ultimately put pressure on central government finances as greater 
amount oflresources have to be devolved to states through statutory 
141 
Finance Commission's award which recommends such award to fill 
the gap between state government's own revenue and its 
expenditure. The federal structure of Indian financial system is such 
that more elastic taxes are with the centre or in the divisible pool, 
proceeds from which is shared by states on the recommendation of 
Finance Commission and constitutional responsibilities that are 
assigned to states are bigger. Thus the increase in wage bill for states 
is bound to have its impact on central government finances since 
1980-81 and till 1997-98 state government's employment has 
increased at an average of 9 percent per year. 
Transition cost associated with structural reforms is the one 
which occurs on account of making various institutions function 
independently according to market forces. Before 1990s a significant 
portion of government's deficit was financed by obligatory reserves 
and statutory liquidity requirements. Therefore banks were forced to 
keep in their portfolios government's securities which used to carry 
low interests. Thus the government was able to run large deficits for 
long through this financial repression. Since it was weakening the 
banking system financial reforms of early 1990s brought this 
financing closer to market rate besides lowering the magnitude of 
such requirements. Consequently it raised the cost of borrowing and 
increases in the interest bill as the government was running into 
high primary deficit interest bill of the centre rose from less than 4 
percent of GDP in 1990-91 to 4.75 of GDP by 2000-01. Another 
aspect of structural adjustment was the reduction in custom duties 
and excise duties. These reductions resulted in larger than 
anticipated impact on customs collection and excise duty seemed to 
defy the logic of Laffer curve. 
Tax-GDP ratio during 1990s has been quite disappointing 
(Table 5.12). Tax reforms were also carried out along with other 
reforms. These tax reforms were based on the recommendations of 
Tax Reforms Committee. 
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Gross tax revenue as ratio to GDP declined through out the 
decade of 1990s. More disquieteing feature has been that while direct 
taxes as ratio to GDP had shown continuous improvement right upto 
1997-98 before declining a bit in 1998-99 and pick up again in 
following year. The performance of indirect taxes has been 
disappointing. The direct gross tax - GDP ratio which was merely 
1.94 percent in 1990-91 rose steadily and reached 3.17 percent in 
1997-98. This increase has been due to improvement in both 
corporate tax and personal income tax both were 0.9 percent in 
1990-91 and in 2000-01 they stood at 1.7 percent and 1.5 percent 
respectively. Indirect tax, on the other hand responded to the tax 
reforms in opposite direction. Their ratio to GDP had declined from 
8.17 percent in 1990-91 to 5.67 percent in 2000.01. The revenue 
from excise duty as ratio to GDP declined from 4.3 percent in 1990-
91 to 3.3 percent in 2000-01 and customs duty from 3.6 percent to 
2.3 percent over the same period. The total tax revenue from both 
direct as well as indirect sources declined from 10.1 percent of GDP 
in 1990-91 to 9.0 percent in 2000-01. Thus the opportunity offered 
by buoyant economic growth during 1990s could not be utilised to 
achieve fiscal consolidation through increase in revenue collection. 
The managers of the economy failed to make those people pay who 
have been benefited most by the economic growth. 
But these factors i.e. declining tax GDP ratio, rising wage bill 
and transition cost that together resulted in the growth of revenue 
deficit in the second half of the 1990s, failed to bring in the crises 
situation in contrast to what happened in 1990-91 can partially be 
explained by the fact that the Domar condition of sustainability -
that for any given tax - GDP ratio financing part of public 
consumption expenditure through borrowing is sustainable so long 
as the interest rate on government borrowing is less than the GDP 
growth rate - is fulfilled. Inspite of the fact that the interest 
payments accounted for 26 percent of revenue expenditure in 1999-
2000 the situation did not seem so explosive. The growth - interest 
deferential (Table 5.13) though declining but continued to be 
positive. 
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What was responsible for the crises of 1990-91. Thus can not 
be explained in terms of fiscal parameters as they reappeared again 
towards the close of the century but failed to bring about the chaus 
as they did in 1990-91. During 1980s economic growth was higher 
but could not be sustained because it could not increase export 
sufficiently to pay for the rising import resulting from the higher 
growth itself. It can be said that India's fiscal deficit is responsible, at 
least indirectly, for huge trade deficit in 1990s also. Trade deficit 
during 1990s remained higher than 3.2% of GDP in 1990-91 which 
emptied India's foreign exchange reserves. But 1990-91 was not 
repeated in 1999-2000. The reason for this lies in the growth in 
invisible receipts in trade account. Throughout 1990s invisibles 
receipts increased from 2.4 percent of GDP in 1990-91 to 7.2 percent 
in 2000-01 while the payment of invisibles increased from 2.4 
percent of GDP to 4.8 percent over the same period. Thus the net 
earning through invisibles was 2.5 percent of GDP. The major 
contribution in the invisibles receipts has been of the software export 
which accounted for $7.2 billion out of the total invisibles receipts of 
$14.7 billion. 
High fiscal deficits are supposed to crowed out private 
investments as the borrowing (internal) by the government absorbs 
part of the house hold sector's savings which also raises the interest 
rates. This had happened in mid 1990s unavailability of investable 
resources raised the corporate bound rates to exceptionally higher 
level. Since this was unsustainable and the resultant uncompetitive 
production brought down investment and interest rates. Interest 
rates were further pushed down by invisible receipts which greatly 
increased the money supply. Foreign Direct Investment (FDI) have 
augmented the availability of capital. Therefore the high fiscal Jefir^ 
of about 10 percent in 1999-00 failed to deprive the economy'of 
investable resources. 
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Indian economy did not experience the kind of crises it faced in 
1990-91 inspite of the deterioration in all the fiscal parameters can 
not be explained through the growth-interest deferential - Domar 
condition of sustainability - alone. India is not doing well on fiscal 
front can be explained if we go beyond mere growth - interest 
differential which though positive is narrowing. Besides the gap 
between the total public debt and the one held by RBI is increasing. 
It is argued (Rakshit 2000) that public debt held by RBI may not be 
included in public debt as RBI is for all practical purposes , the 
agency of the government. Nor should the interest paid on RBI held 
debt be pu t on same footing as the one paid to others . If this 
a rgument is accepted the fact remains that in the total debt the RBI's 
share is declining which is disquieting fact. 
Another cause for worry is the cont inued a t t empts of 
government to reduce fiscal deficit by whatever means . The results 
have been a successive reduction in capital expenditure which may 
prove to be costly in the long run. Even now the effects of this policy 
can be seen in low agricultural growth and deceleration of industrial 
growth in second half of 1990s. It is also the fact tha t the re turn on 
public capital d isbursements is lower than the interest cost of 
borrowing. But this aspect can not be judged simply in profit/loss 
te rms as the investment in infrastructure and social sector 
expenditures should bring about an increase in production resulting 
in higher revenue. Besides there is certain a m o u n t of 
complimentariety also between public investment and private 
investment (Pradhan, Ratha and Sarma, 1990). 
Thus the contrast between the scenarios in 1980s and 1990s 
reveal that a unifocal approach of bringing down fiscal deficit is not 
desirable as it would be achieved automatically if economy does well. 
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1. Govt, of India : Economic Survey 1992-93. 
2. GDP shown here with revised base at 1993-94. 
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4. In accordance with Laffer Curve. 
5. Chelliah R.J. : "The Growth of Indian Public Debt -
Dimensions of the Problem and Corrective Measures", IMF 
Working Paper 1991. 
6. Reserve Bank of India : Report on Currency and Finance, 
2000-01. 
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CONCLUSION 
CONCLUSION 
The hypothesis proposed to be tested through this study was 
"Fiscal gap per se is not significant indicator of the health of the 
economy and that it has to be supplemented with other variable to 
assess as to how the economy is doing". 
It has been found in the first place that deficit is a 
consequence as well as cause of various ills of the economy. True 
that fiscal deficit is indicative of the fact that government is spending 
more than what it receives as revenue. But this information is 
insufficient to judge whether economy is doing well or worse. All the 
deficit indicators taken together do present some picture of the 
economy but still it is not possible to say which level of deficit is 
optimum. Zero fiscal deficits too is not very much desirable. The only 
thing that can be said with certainty is that primary deficit is 
undesirable thing and it should be at least in balance if not in 
surplus. For rest of the deficit measure such claim can not be made. 
It can be said that to some extent revenue deficit may be 
avoided if possible. But revenue deficit it self is a consequence of 
such expenditure which may prove to be beneficial in the long run. It 
is also possible to sustain any magnitude of revenue deficit is it is 
out paced by GDP growth rate, provided that primary deficit is zero. 
As has been mentioned in chapter III that the classifications of 
budget into revenue budget and capital budget is not absolute rather 
it is contextual. Therefore which expenditure to be called revenue 
expenditure and which a capital expenditure is also contextual and 
for this reason a judgment can not be passed for a straightaway 
reduction in revenue expenditure. From the same logic it is also 
important that capital expenditure in it self may not bring about 
fiscal consolidation. 
This proposition has been found to be true in India's case. It 
has been found that the capital expenditure that India had been 
incurring since the beginning of the second five year plan although 
had created a huge capital assets but the resultant income flows 
from it were awfully insufficient to meet the cost of its creation i.e. 
debt servicing. The huge capital expenditure failed to enhance the 
non tax receipts especially the one contributed by public sector 
undertaking and departmental commercial undertaking. Even the 
performance of those public undertakings that do not supply merit 
goods and are thus purely commercial ventures can not be compared 
with private sectors so far as profitability is concerned. That way they 
are the drain on public resources. 
Capital expenditure that has been incurred on creation of 
social and economic infrastructure should have resulted in enhanced 
tax receipts as such infrastructure must have strengthened the 
productive conditions in the economy. The fact that tax GDP ratio 
did not increase appreciably or had declined during 1990s is the 
proof that fiscal management of the economy has been inefficient. 
Under such conditions capital expenditure can not be justified. It is 
also cited as reason for such state of affaire that much of the capital 
expenditure goes to benefit the agriculture and since agriculture is 
not taxed in India the enhanced income does not result in increased 
tax revenue collections. But the justification is not very sound on the 
ground that since nearly two third of India's population still drives its 
livelihood from agriculture the enhanced income in agriculture must 
be reflected in indirect taxes. 
The capital expenditure which as percentage of GDP has been 
declining throughout more so during 1990s must have supported the 
growth of private sector as it did not suffer from deficiency in 
demand except towards the close of 1990s. Thus it can be concluded 
that it's not the deficits but the inefficiency in its management which 
matters. 
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Chapter IV and chapter V presents the scenarios of Indian 
economy which presents the comparisons of fiscal situations and 
their consequences between two periods, one is before and the other 
one is after the initiation of reforms. The sharp contrast that can be 
noticed is that while the fiscal deterioration during 1980 led to the 
severe crises of early 1990s, the deterioration of almost the similar 
magnitude failed to produce any crises like situation and proved 
many forecasts of early 1990s to be wrong. Inspite of slippage in 
fiscal consolidation towards the close of 1990s the economy 
continued to thrive. The most noticeable contrast lies in the fact that 
while the increase in oil prices as a result of Gulf crises of 1990 had 
put the balance of payments into disarray and foreign exchange 
reserves had declined to about $.5 billion while there was no balance 
of payment crises as a result of increase in oil price on account of 
recent Iraq war. Foreign exchange reserves continued to increase. 
This leads one to conclued that the fiscal deficit and resultant 
public debt may not be the sole explanatory variables. The fiscal 
deficit which represents public sector's borrowing requirements on 
account of revenue receipts falling short of total expenditure, (in 
India's case they fall short of even revenue expenditure), failed to 
create balance of payment difficulties, inflationary pressures or even 
appreciable deceleration in GDP growth. 
Explanation for such situation strengthens the belief that 
classification of expenditures into capital and consumption (Revenue) 
are false. 1990 was not repeated in 2000 because of the inflow of 
invisibles in which major contribution came from Information 
Technology (IT) professionals. This huge class of IT professionals 
could be created through expenditure on education over a long 
period. Considerable part (especially the one on wages and salaries) 
of expenditure on education is classified as revenue expenditure. 
Therefore, the entire logic of such deficits is proved to be wrong. 
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Thus revenue expenditure and capital expenditures are not the 
absolute notions. 
But one thing is quiet noticeable in India's case is that decline 
in pubic capital expenditure especially in agriculture and in power 
sector lead to stagnancy in agriculture. In the absence of these two 
factors economy would have proved to be buoyant as investment in 
agriculture would have accelerated the growth not only through 
additional supply of food out but also through enhanced demand for 
goods and services produced in non-farm sector. Investment in 
power sector would have resulted in removal of major infrastructural 
bottlenecks. 
Therefore the conclusion can be drawn that rather than 
focusing on fiscal deficit alone and seeking to reduce it through cuts 
in investment expenditure the better way would be to focus on 
cutting expenditure like undesirable subsidies and realising user 
charges on various publicly supplied goods. And simultaneously to 
take measures which would fetch additional tax revenue justifiable in 
a growing economy. 
India's case reveal one more fact. That it is not the public 
sector undertakings that failed the government it is the government 
which failed public sector undertakings through constant political 
interference and thus they were not given the reasonable chance to 
be run professionally and to prove themselves. Disinvestments in 
public sector undertakings is also subject to question. Rather than 
divesting in loss making units the profitable one are put on sale 
resulting in the depletion of assets. Consequences of this will be felt 
in future as loss making units continued to be in operation the 
burden on government budget is found to be severe. Furthermore 
claiming a reduction in fiscal deficit through disinvestments is itself 
illusionary. 
Thus the fiscal parameters of the economy should not be 
focused in isolation. They must be viewed along with supplementary 
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informations relevant for the purpose which may vary from country 
to country and from one context to another. The determinants used 
to arrive at the figure of such deficit should also be analysed 
carefully in the long term perspective. 
Further inquiry that this study proposes is to forecast the 
effects of disinvestments of public sector undertakings on future 
non-tax revenue. The study also seeks to motivate further research 
to assess the relationship between public expenditure on education 
and the current boom in the growth of Information Technology 
Industry in India. 
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